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THE DEFENSE PRODUCTION ACT AMENDMENTS 
OF 1989 



FRIDAY, NOVEMBER 17, 1989 

U.S. Senate, 
Committee on Banking, Housing, and Urban Affairs, 

Washington, DC. 
The committee met at 9:30 a.m. in room SD-538 of the Dirksen 
Senate Office Building, Senator Alan J. Dixon presiding. 
Present: Senators Dixon, Heinz, Bond, and Ri^Ie. 

OPENING STATEMENT OF SENATOR DIXON 

Senator Dixon. Ladies and gentlemen, we are going to promptly 
begin this hearing. 

Today we begin a hearing on S. 1379, the Defense Production Act 
Amendments of 1989. The purpose of this hearing is to provide the 
opportunity to receive detailed comments on the legislation before 
us. The chairman of this committee, my colle^ue Mr. Riegle, has 
provided the leadership in guiding our committee's assessment of 
the condition of our nation's industrial and technology base to sup- 
port national defense. As reflected in the broad overs^ht hearings 
conducted by the chairman of this committee during July, indus- 
try's ability to meet defenae needs for innovation and production 
are directly linked to its fundamental economic health. In addition, 
it is also linked to the broad acquisition policies that define the re- 
lations between government and its suppliers. 

In many ways, those hearings confirmed the findii^ of an array 
of recent reports reviewing the current condition of the industrial 
£md technology base. We need only look to the reports of the De- 
fense Science Board, the Office of Technology Assessment, the Air 
Force Association, and the Center for Strategic and International 
Studies for a sobering catalog of the problems that confront us. 

For those of us efiger to move forward the process of shaping and 
implementing solutions, these assessments and reports were also a 
fertile source of both broad and specific recommendations. Many of 
those recommendations have been incorporated into the bill before 
us today. 

S. 1379, which I introduced with Senators Heinz, Shelby, Wirth, 
and D'Amato as original cosponsors, is designed to modernize the 
Defense Production Act of 1950 to meet today's challei^es, while 
eissuring the continued availability of the authorities that have 
served fiie Nation well over the years. 

The overriding theme of this legation is to foster investment in 

those segments of the Nation's industrial and technological base 

(1) 
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that contribute to national security. The bill seeks to reward in- 
vestment in modem manufacturing technology and processes made 
by the private sector by recognizing those investments in the proc- 
ess of awarding and administering contracts let by the Department 
of Defense and other agencies of Government. 

S. 1379 seeks to encourage what we have called industry sanc- 
tioned consortia, which would permit industry to pool its resources 
to more effectively compete in the global economy they confront 
without running afoul of the Nation's emtitrust laws. Presently, the 
act provides much more limited encouragement, with the initiative 
coming from the Government. 

Based on the recommendations of the Defense Science Board, S. 
1379 offers an array of recommendations to improve the organiza- 
tional framework, at the highest levels of Government, to assure 
the most realistic assessment and integration of military planning, 
with the capabilities of industry to provide the materifil to fulfill 
these defense plans. These should not be viewed as industrial plan- 
ning councils, but rather as high level forums for essential correla- 
tion of planning activities that are already being undertaken. 
These provisions of the bill create the environment for more effec- 
tive policy formulation. 

At this point let me stop describing what S. 1879 means to me, 
and let us hear the euialysis of the distinguished witnesses wedting 
to testify. I again wish to commend the chairman of this committee 
for his leadership on this important item on the committee's 
agenda for the 101st Congress and pledge my sustained efforts as 
the committee moves forward. 

I look forward with enthusiasm to today's testimony. I am de- 
lighted to have here as our first witness my friend, the distin- 
guished Congressman from the 12th District of Ohio, Congressman 
John Kasich. 

John, we are delighted to have you here. Thank you for honoring 
us with your presence. 

STATEMENT OF JOHN R. KASICH, REPRESENTATIVE IN CON- 
GRESS OF THE UNITED STATES FROM THE 12TH DISTRICT OF 
OHIO 

Representative Kasich. Thank you, Mr. Chairman. 

I obviously appreciate the opportunity to appear before you 
today, and let me say at the outset that I guess Alan Dixon is the 
kind of a Democrat that — well, you remind me a lot of my father. 
Senator, from the standpoint that he was a Democrat all of his life 
and in the great sense of the word. Being able to work with you on 
the Armed Services Committee has been a privilege and edso to 
have the opportunity to work with you on this issue, which really 
seems to me to be at the core of America's industrial problems. 

Jobs for our people. That is really what it comes down to. I want 
to commend you for holding the hearing, and I think it is going to 
be tough because it is difficult to generate interest with our col- 
leeigues on an issue like this. But if we can be persistent and con- 
sistent, I think that we can make same great strides. 
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The Defense Production Act represents a framework to address 
the longstanding problem which is of great concern, the escalating 
erosion of our defense industrial and t«:hnology base. 

While this erosion stems from a number of sources, I believe 
there is one element addressed by S. 1379 that is a major factor in 
the decline, and it is, the transfer of defense technology, jobs, and 
capability to foreign competitors as a consequence of offset, copro- 
duction and countertrade requirements, otherwise known as indi- 
rect offset. 

A number of legislative approaches to this issue have been made 
during the past few years. I am pleased to note that S. 1379 con- 
tains reportmg requirements on onset agreemente. 

I have Eilso, Senator, asked the General Accounting Office to 
report in a detailed way on the consequences and ramUications of 
our current offset policy. Other suggestions have ranged from the 
very stringent Buy American requirement, which you imd I are 
very aware of as we go through the defense bill — and Mr. Traficant 
always has his amendments on Buy America — to a policy of unre- 
stricted free trade. I don't think that either of these extreme sug- 
gestions will solve the problem. 

However, I do think a bfilEince can be struck, which will do much 
to mitigate the transfer of technology and enhance the defense in- 
dustrial base. 

Before offering some solutions to the problem, I believe it is 
useful to discuss the true impact of offset and coproduction require- 
ments upon U.S. defense contractors, particularly subcontractors. 

The problem here is that very few people even understand what 
offsets are, and what is worse, they really don't care what offsets 
are or the extent to which they dominate the international defense 
and aerospace sector. 

I am new in this area myself. Senator, and the idea of offsets and 
coproduction was something that people talked to me about a year 
or two ago, and I just keep stumbling eicross the fact that this 
offset problem is abeolutely contributing to the decline of the in- 
dustrifil base, and therefore I am really going to put some effort 
and direct myself to it. I hope we can get other people as excited as 
you and I are. 

Simply put, a direct offset is a requirement in a contract obligat- 
ing a defense contractor or the seller to transfer part of the produc- 
tion or assembly of the item to the purchasing country. An indirect 
offset requires the seller to market the purchasing country's prod- 
ucte. This puts American defense companies in the curious position 
of marketing things like foreign cheese and beer to the detriment 
of U.S. suppliers. 

In other words, if Boeing is going to sell the AW AG's aircraft to 
Great Britain, Boeing gets put in the position of actually having to 
market the products of Great Britain in the United States, and 
Boeu^ could actually Und itself in the position of having to sell 
British beer inside the United States agEiinst U.S. suppliers because 
of a deal that they make on the AWAC's sale. An offset agreement 
could amount to over 100 percent of the value of the item we sell to 
another country. 

For instance, the AWAC's sale that I have just mentioned to 
Great Britain involved an offset to the British of 130 percent of the 
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value of the aircraft. Imsigine that. Obviously, Boeing's short term 
adv£intage was purchased at the price of eventually increasing our 
trade deficit. 

So if we sell them an AWAC's and we end up having to buy from 
them or force Boeing to market in this count^ 130 percent of the 
vedue of that aircraft, it increases our trade deficit for a very short- 
term gain. 

During the last 20 yeeuis, offset and coproduction requirements 
have become a fact of life for manufacturere of defense equipment. 
Often the offset and coproduction proposals by U.S. defense con- 
tractors are just as important as the technical capability of the 
weapons system which they produce insofar as making foreign 
sales is concerned. 

What do I mean by that? 

Well, if it comes down to the F-16 versus the Mirjige, everybody 
in the world knows that a foreigner will want to buy an F-16 out if 
they can get a very good offset deal which involves the transfer of 
technology, the foreign government might rather have the offset 
deal than they would the superior quality item. That is how impor- 
tant it is for countries to be able to acquire this high technology. 

The international marketplace has come to expect this level of 
offset and coproduction participation. At the same time, the U.S. 
Government has not elected to impose similar requirements upon 
foreign suppliers of defense material purchased by our Armed 
Forces. This fundamental difference in policy and approach has led 
to etlarming distortions in the world marketplace for defense mate- 
rial. 

Most developed countries have a coherent policy on international 
trade and global defense marketing. The United States does not. 

First and foremost is the foreign government's objective of main- 
taining or increasing domestic employment. 

Second, virtually every other industrial country has a cohesive 
policy with respect to increasing its domestic defense industrial 
and technicfd base. The objective of these policies is to increase in- 
digenous capability and preparedness and thereby reduce depend- 
ence on the United States. 'They don't want to depend on us. They 
don't want to have to look to us, and everything they are doing is 
designed to get away from having to depend on us. 

In addition, the development of this capability allows industry 
within these countries to compete for defense and commercial con- 
tracts right inside our country and around the world. These poli- 
cies have given rise to an almmt universal requirement for coun- 
tertrade offset and coproduction. Currently, U.S. weapons system 
manufacturers offering the greatest offset package generally obtain 
^e contract. 

I would like to turn to perhaps the worst aspect of offsets from 
the U.S. point of view. Offset and coproduction requirements do not 
remeun exclusively with prime contractors. Rather, the require- 
ment for foreign licensing is levied by the prime contractor upon 
subcontractors who must then transfer a portion of their produc- 
tion, their weapons system technology, or both to manufacturers in 
the purchasing country. 

To the extent that offsets result in an out-flow of technology, the 
technology involved is that of subcontractors rather than the prime 
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contractors, who make the original foreign sale. It is therefore sub- 
contractors who are ultimately placed at a competitive disadvan- 
tage from offset. 

Let me explain exactly what I mean by that. This is the most in- 
credible situation that I have seen in the transfer of technology. 
What happens is that a contractor, a Boeing, who will sell an 
AW AG's to Great Britain, will tell a subcontractor on the wing sec- 
tion of the AW AG's he must transfer his technology to a firm in 
Great Britain. The subcontractor has to give up his technical data, 
all of his specs and processes to a foreign government. That govern- 
ment then gives that technology to a company in Great Britain, 
who then sells the wing section of the AW AG's to the British. What 
you have is you could actually get yourself into a situation where 
an American subcontractor must transfer its technology to compa- 
ny X in Great Britain, and then it must compete against that com- 
pany that it just transferred its technology to in order to subcon- 
tract on the wing of the AW AG's. 

Now, Senator, let me tell you, in 1983 I offered an amendment in 
the Congress to say that we should have a limit on proprietary 
rights. Former Under Secretary of Defense Bob Gostello under- 
stands proprietary rights as well as anybody does. 

What happens is, is that companies bid on contracts — first, let's 
say a microphone stand or, better than that, how about the coffee 
pot on that airplane that is ending up costing — was it $5,000, or 
something like that. The company had proprietary rights. Nobody 
could compete against that company when they sold that item to 
the government. 

I put a bUl in that seud that after 7 years for a part that is devel- 
oped with Government money that involves proprietary r^hts — in 
other words, the company that had the exclusive right to sell that 
coffee pot on the airplane and kept proprietary rights on that 
coffee pot— I said that after 7 years they ought to give up the 
rights so that other companies in the United States could compete 
agftinst them. 

Do you know what the defense contractors said? You can't do 
that to us. You can't take our proprietary data rights and give 
them to somebody else, even if they were developed at Government 
expense. You can't do that. And they fought like crazy and got 
Vice President Quayle to fight against it, and they beat the thing 
down to where the giving up of proprietary r^hts was only a con- 
sideration in the awarding of contracts. 

At the same time they fought that. Senator, here they are pres- 
suring their subcontractors to turn high technology, high priority 
proprietary information over to companies in foreign countries so 
that they can compete against our business and throw our people 
out of work. To me it is the height of inconsistency. 

The damage from this arrangement has already been done. Ac- 
cording to the CSIS study, "Deterrence and Decay: the Future of 
the U.S. Industrial Base,' the number of U.S. firms doing business 
with DOD has declined from 120,000 to only 40,000 in less than a 
decade, and we know the consequences of having fewer firms who 
want to bid contracts. How many were subcontractors pushed out 
of the business by offsets has not been calculated because the data 
on this subject has been so sketchy. 
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However, there is a reason for the lEick of data, and I have eisked 
the GAO to study offsets just aa you have done and just as is pro- 
vided for in this dUI. Hopefully we are going to get some very good 
information so that we can take some strong action. But it heis 
become clear to me that it is our responsibility in Congress to ad- 
dress the issue because the executive branch simply doesn't care, 
and in fact they even come out actively opposed to taking initia- 
tives on offsets. 

And this is something that I think Secretary Cheney has got to 
be made aware of. We nave got to change the attitude of this ad- 
ministration. As a Republican, Senator, I will help you in trying to 
do that. 

We are competing in a very tough global marketplace. Foreign 
defense manufacturers typically enjoy extensive subsidization by 
their governments. Subsidization can mclude payment of technolo- 
gy transfer fees as well as the funding of equipment and tooling 
and sometimes whole factories. Foreign governments often pay 
prices to their industries which are higher thein would be required 
were products manufactured by the original U.S. sources. 

Offset credit under many foreign contracts is based upon quanti- 
ty and the type of activity which is performed by the forei^ pro- 
ducer. However, it is noteworthy that the greatest amount of offset 
credit is normally awarded for the transfer of high technology. 

As I have said, offset requirements are now so pervasive that it 
is questionable whether U.S. suppliers could compete in the world 
marketplace without making such commitments. However, I be- 
lieve these requirements are detrimental to the U.S. industrial 
base and particularly U.S. defense subcontractors in three princi- 
pal ways. 

First of all, the movement of jobs and technoli^y from the 
United States to foreign countries has an overall Eulverse impact, 
as we all know. 

Second, offset requirements lead to the dissemination of technol- 
ogy and development of subsidized fore^ competitors. 

And, third, U.S. subcontractors must develop defense systems at 
their own expense. They purchase their own tooling, and they 
comply with extensive U.S. requirements, which are not uniformly 
applied to foreign competitors. We have given our competitorsso 
many advantages it is incredible. 

All these factors render U.S. subcontractors increasingly unable 
to compete in price. Production of defense systems and subsystems 
by foreign contractors impacts the efficient production rates which 
would be avfiilable to U.S. subcontractors. 

So when these subcontractors can't make the sale to foreign 
countries, when they do sell to the United States we end up having 
to pay more for it because they are not producing in efficient quan- 
tities. So the per unit price of everythmg that they produce goes 
up, and we get stuck holding the bag after we have already loaded 
up the foreign companies with all the technolc^y that our compa- 
nies held initially. 

It is unbelievable. 

I don't know exactly what the answer is, Senator. It is part of 
the reason why I asked for the GAO report. But there are a couple 
of thii^ that I think we ought to consider. 
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As a first step, I think we should mandate some framework that 
would permit subcontractors to negotiate freely with these foreign 
companies. We should not permit the prime contractors to force 
these subcontractors to transfer technol(^y. 

Under the current situation, if you are a subcontractor for a 
major defense contractor and they want the foreign sale, you £is a 
subcontractor had better agree to trsmsfer technology or you may 
not be doii^ business with the primes anymore. These subcontrac- 
tors should not be held hostage, and we have got to figiu-e out some 
framework to prevent that from happening. 

Second, we need to refine our techniques for determining wheth- 
er foreign governments are subsidizing their defense companies. 
The two-way street of defense trade cannot work over the long run 
if we must compete in price with subsidized over8e£is suppliers. 

And, finally, reciprocity. It is amazing to me that we allow our- 
selves to be held hostage by these offset agreements, yet the United 
States itself has no offset policy. 

Now, I was a supporter of several congressional proposals that Eif- 
fected trade. I know that you were a leader in the effort to try to 
create a level playing Held. It just seems remarkable to me. Sena- 
tor, that in the process of trying to develop some kind of a trade 
package in the last few years in this Congress that we haven't been 
able to level out the playing field in the offset area particularly. I 
think that this hearing is important because it is going to draw at- 
tention to an area where we can take positive action. The Congress 
can take corrective action, and perhaps in the process we can drag 
the executive branch along with us and we can stem the flow of 
technology and jobs and the destruction of our industrial base and 
the destruction of the great Midwest — Illinois and Ohio — from con- 
tinuing to occur. If we can get to the bottom of this we can propose 
some unique solutions. I look forward to working with you, and I 
thank you for your interest in this matter. Over there in the House 
you've got a friend. We've got to work together to pass something 
through this Congress. 

Thank you very much. 

[The complete prepared statement of Representative Kfisich 
follows:] 
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StatetMnt on 
Tb« DefensB Productioa Act 

Senate Banklns Camtlttcs, Subcotmiittee on Internationa.! 
Finaaee and Honatary Folicy 

John S. Kasicb, 12tli District of Ohio 

November 17, 1969 

I appreciate the opportunity to appear before you today. The 
Defense Production Act IS~1379) represents a framework to 
address a longstanding problem which is of great concern, the 
escalating erosion of our defense Industrial and technology 
base. While this erosion stame from a number of aources, I 
believe there is one element addressed by S. 1379 that is a 
major factor In this decline. Vhat element is the transfer of 
defense technology, jobs and capability to foretg:! competltorB 
SB a consequence of offset, co-production, and countertrade 
reouireinents . 

A number of legislative approaches to this Issue have bean 
discussed during the past few years, and I am pleased to note 
that S. 1379 contains reporting reqxiiremer.ts on offset 
agreenients. Other suggestions range fron e very stringent "Buy 
fcnerlcar." requirement to a policy of Uftrestrieted free trade. 1 
do 30t believe that either of these extreme suggestions will 
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soIvB the problem. Hawevsr, I do Chink a bftlance can be struck 
which will do much Co mlCigaCe che CrwistBr of cechnology and 
enhance the dafenee Industrial baee. 

Before offering some solutions Co the problem 1 believe it is 
useful to dlBcuse the true impact of offset and co-production 
requirements upon O. S. defense contractoret particulary 
eubcontrators. The problem here is that very few people even 
understand what offaats are, or the extent to which they 
dominate the International defense and aerospaca sector. 



Simply put, a direct offset is & requirement in a c 
obligaCi&tr the seller to transfer part of the production or 
assembly of the iCcra to the purchasing country. An indirect 
offset requires the seller to market the purchasing country's 
products. This puts Americas defense coct^anies In the curious 
position of marlceting Chinos like foreign cheese and bser to the 
detriment of U.S. suppliers. An offset agreement can asiount to 
over 100 percent of the value of the item we sell to another 
country. For instance, the AHACS sale to Great Britain involved 
an offset to the British of 130 percent of Che value of the 
aircraft. Obviously, Boeing's short-term advantage was 
purchased at the price of eventually ioereaaing our trade 
deficit. 
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Durlnfl th« last twBnCy y«ate offset and co -product ion 
r«quir«oent« have become a fact of life lot manufacturers of 
defense equipment. Often, the offset and co-production 
propoEdlB by U.S. defense contractors are just as iaportant as 
the technical capablity of the weapon syeteras which they produce 
in so far as making foreign faleE is concerned. The 
international aiarkaCplace has come to expect this l«vel o£ 
Of£fl«t and co-pcoduct ion participation. Kt the same tiinei the 
united States Oovemment has not elected to impose similar 
requirements upon foreign suppliers of defense material 
purchased by our Armed Forces. This fundamental difierencs in 
policy and approach has lead to alarming distortions in the 
world marketplace fox defense material. 

Most developed countries have a coherent policy on international 
trade and global defense marketing. The Onitad States does not. 
First and foremost is the foreign government's objective of 
maintaining or increasing dcoiestic employment. Second, 
virtually every other industrial country has a cohesive policy 
with respect to increasing its donastic defense industrial and 
technical base. The objective of these policies is to Increase 
indigenous capability and preparedness and thereby reduce the 
dependence on the U.S. In addition, development of this 
capbility allows industry within these countries to compete for 
defease and ccauncrcial contracts in the X3,S, and elsewhere. 
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These polloles have civeo rlaa to as aluQBt universal 
rcquireraent for countertrade, cffset or co-production. 
Currently, U.S. Weapon syaCam nuuiulocturare offering the 
greatest offset pacXage generally obtain the contract. 

How I would liktt to turn to perhaps the worst aspect of offsets 
frcn the U.S. point of view. Offset and co~production 
requirements do not remain exclusively with pri:iie contractors. 
Rather, the requirement for foreign licensing is levied by the 
priaie contrator upco subcontractors who must then transfer a 
portion of their production, their weapon system technology, or 
both, to manufacturers In Che puchaalng country. To Che extent 
that offsets result in an outflow of technology, the technology 
involved is that of subcontractors rather than the prime 
contractors who make the original foreign sale. It is therefore 
subcontractors who are ultimately placed at a competitive 
disadvantage from offset and co-production requirements. 

The damage frcni this araogement has already been done. 
According to the CSIS study. Deterrence in Pecayi The Future of 
the g.S. Industrial Bane , the number of U.S. flnaa doing 
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business with DoD has declinad frois 120,000 to only 40,000 in 
lese than a decade, Kdw many were Gubcontractori pushed out of 
business by offsets has not been calculated, because the data on 
this subject are so sketchy. However, there is a reason for the 
lack of data. I have recently asked the OAO to study the offset 
issue, and their Initial response was that it will take them 
considerable time. The reason, according to GAO, was that the 
government does such a poor job of tracking offsets. It has 
becane clear to me that it is our responeiblllity in Congress to 
address this Issue if the Executive Branch will not. Our future 
competitiveness depends on It. 

We are cccnpeting in a very tough global marketplace. Foreign 
defense manufacturers typically enjoy extensive subsldiiation by 
their governments. Subsidiiation can include payment of 
technology transfer fees, as well the funding of squipment and 
tooling and scoetimes whole factories. Foreign governments 
often pay prices Co their industries which ere higher than would 
be required were products manufactured by the orginel U.S. 
sources. Offset credit under many foreign contracts is based 
upon the quantity, and type of activity which is perfor.-ned by 
the foreign producer. It is noteworthy that the greatest ainour.t 
of offset credit is normally awarded for the tra■^Efe^ of 
technology . 
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AS I have said, offset requlreni«nCa are now so p«rvaeiv0 that it 
Is cueetionabla whether D.S. suppliers could coinp«t« in the 
world ir^rketplace wlthotit making such conuiitinsTits, However, I 
believe these requirements are detrimental to the U.S. 
industrial base, and particularly U.S. defense subcontractors) 
in three principal ways. The movement of jobs and technology 
from the U.S. to foreign countries has an overall adverse impact 
upon the U.S. ecoB03iy and the U.S. technology and industrial 
bafte. Second, offset requirements lead to the dissemination of 
technology and the development of subsidized foreign 
ccnipetltors. Third, U.S. subcontractors must develop defense 
system at their own expense, purchase their own tooling and- 
comply with exteosive U.S. goverameiit regulations which are not 
uniformly applied to foreign con^etitors . 

All of these factors render U.S. subcontractorE Increasingly 
unable to compete in price, troductlon of defense systems and 
aubsyster.s by foreign contractors Impacts the efficient 
production rates which would be available to U.S. subcontractors 
were such products produced by the original U.S. supplier. The 
net result is that DOS must pay more for Its requirements par 
uclt than it would otherwise. In oddition, loss of this wort 
reduces the asiount of capital available for Independent Reeearch 
and Development, plant modernization and munufactu^ing 
technolcsy. 
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Hhst can wa do to stop thia erosloii of our Induatrlal bae«? 
vlll be tha first to admit that I do not have all the answer: 
because Conerasa as as isstitutioo has barely scratched tha 
surface of the offset problem. The Executive Branch has 
actively hindered any initlBtivea in this area. The large pi 
contractors seem content to let their U.S. subcontractors 90 
of business for the sake of short ter:n gains. 



:irst step, however. Let us mandate some 
framework that would permit subcontractors to Jreely negotiate 
the terns of license agreements by which foreign manufacturers 
would produce U.S. designed defense components, Such an 
■rraQgement help preeerve U.S. intellectual property rights, and 
prevent the primes frcm disregarding the icteceets of tha O.S. 
subcontractors . 

Second, we need to refine our techniques for determining whether 
foreign governments are subsidizing their defense companies. 
The "two way street" of defense trade cannot work over the long 
run if we must compete in price with subsidized overseas 
suppl iers . 

Fi.-.ally, we need reciprocity in offsets. If a foreign country 
derr.ands the.-n iron us as a condition for doing busineflfl, then 
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Chat country should be auare that it faces equal offset 
asreementB If it wants to panatrete tha U.S. market. 

Mr. Chairman, we cannot wait forever Co have an offset policy. 
The "Si::^!* 3uropc" of 1992 will be an exceedingly hard market 
to crack if we operate in a bus ir.ess -as -usual runner. The 
Suropeana see unification as a way of regaining competitiveness 
In high technolo^ sectors such as aerospace and defense. Dp to 
now, the EEC has not regulated inports of defense items, buC 
there are scrono indications Chat that will change. If by the 
next decade we do not have an offset policy in thie country, our 
commercial competlCivanesB, our technolooy base, and, in the 
long term, our national security itself will be at risk. 

Hr. Chair^nan, I cwnmend you for holding this hearing and for 
beginning to address offsets in the Defense Production Act. Xs 
I said, maintaining our industrial base is a matter of national 
security, J hop* we can work together toward crative and 
effective solutions. 
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Senator Dixon. Thank you very much, Congressman Keisich. We 
appreciate very much the ffict that you would come over here £md 
give us your time. 

Thank you. 

Ladies and gentlemen, the second panel will be General John R. 
Guthrie, U.S. Array, retired, formerly the Commander, U.S. Army 
Materiel Command; Dr. Lawrence J. Korb, formerly Assistant Sec- 
retary of Defense, who is now with the Brookings Institute in 
Washington; and Dr. Robert Costello, formerly the Undersecretary 
of Defense for Acquisition, who is with the Hudson Institute in In- 
dianapolis now. 

Would you gentlemen be kind enough to come up here? 

It appears that Mr. Korb is not here. 

Well, I am delighted to have you two fine gentlemen here, and, 
Dr. Costello, welcome back to Washington, where you and I used to 
have a lot of fun working on the question of how we would make 
the Undersecretary of Defense for Acquisition be a very meaning- 
ful part of our Department of Defense. 

Under the order we have here. General Guthrie, you will go first. 
So if you would proceed. We prefer if you could limit your verbal 
remarks to around 7 or 8 minutes. If you can do that, we would 
appreciate it, and then we will have a good question and answer 
period. 

We will put your full stetement in the record, I assure you. 

STATEMENT OF GEN. JOHN R. GUTHRIE, U.S. ARMY [RET.], 
FORMERLY COMMANDER, U.S. ARMY MATERIEL COMMAND 

Mr. Guthrie. Thank you, Mr. Cheiirman. 

As President Reagan said when they were hanging his portrait 
at the White House the other day, he quoted Kit^ Henry VIII, who 
advised each of his six wives, I shall not keep you long. [Laughter.] 

I am Gen, John R. Guthrie, U.S. Army, retired, a former Com- 
mander of the U.S. Army Materiel Command. 

It is a welcome opportunity for me to appear before this commit- 
tee to testify on a subject of vital importance to our national securi- 
ty, with which I have been deeply concerned for approximately 20 
years. 

I think you, Mr. Chairman, and your colleagues on this commit- 
tee are to be commended for focusing attention on these important 
matters at this particular time. 

As a former Commander of one of the military service's ra^or 
research and development, procurement and production, supply, 
transportation, and rasiintenance commands, I have been asked to 
comment on the provisions of S. 1379, the Defense Production Act 
Amendments of 19Sd, with emphasis on those which appear espe- 
cially valuable or which foster concern. 

While my comments will be drawn primarily from my experience 
while in uniform, they can hardly fail to be colored by my subse- 
quent experience in a civilian capacity, either while I was with the 
Association of the U.S. Army or subsequently in defense industry, 

I have reviewed the testimony of the distinguished witnesses who 
have appeared at your prior hearings with great interest and, not 
surprisingly, find myself in substantial eigreement with their t«eti- 
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mony, particularly that of Secretary Carlucci, Mr, Norman Augus- 
tine, and Admir^ Bobby Inman, with whom I have worked over 
the years. I will not attempt to repeat what they have already told 
you except possibly for emphasis. 

GLOBAL ECONOMY 

Certainly, there is no question that we are at a watershed point 
in our history. The global economy, about which you have heard a 
great deal, and events in China, in Central and Eastern Europe, in 
the Soviet Union itself and, let us not forget, in Central America, 
have meide that fact abundantly clear. At a time when a total 
review and recasting of all aspects of our national strategy are 
clearly indicated, these hearings, which address a primary deftcien- 
cy in our present posture, are particularly timely. As Mr. Augus- 
tine said: "it is critical that we maintain a strong foundation for a 
flexible response." 

There is no longer any disagreement, so far as I am aware, that 
our defense industrial base, on which we rely for no small part of 
our overall deterrent posture, is in horrible condition, and it is get- 
ting worse as producers from the top to the bottom of the structure 
leave the defense business. Recent studies have documented these 
facts and identified many of the contributing feictors. I would like 
to emphasize four considerations. 

Elven when money was relatively abundant, it w£is very hard to 
get defense decisionmakers to commit funds to modernize the pro- 
duction base. Now that the money is drying up, one may expect in- 
creeised difficulty in obtaining support. 

Second, it was also difficult to generate an understandii^ of the 
need, and consequent support, for independent research and devel- 
opment funds as allowable contract costs, and it remains so today. 

Third, at a time when the increasing need to integrate our eco- 
nomic and military strategies requires much greater reliemce on 
commercial products to meet our defense needs, our commercial 
production base is at best complacent and has become increasingly 
less competitive in many domestic and international markets. Yet 
there are few, if any, indications that I can see that U.S. industry 
is prepared to forsake what I ceill the quarterly bottom line syn- 
drome in order to generate the necessary funding for the long-term 
investments required to regain the technological and production 
superiority upon which our security depends. 

And, fmally, legislative and regulatory modifications of the ac- 
quisition process over the past two decades have so complicated 
and overburdened the entire structure that it is in danger of col- 
lapsing of its own weight. Not only are we unable to provide de- 
fense and industry mtmagers reasonable assurance of stable fund- 
ing, but we also continue to insist on changing our acquisition 
maneigement strategy and organizations every 2 or 3 years, al- 
though we know it takes at least 7 years to research, develop, pro- 
cure, produce, and deploy a major weapons system. 

Our objective must be to rebuild and to regain U.S. technological 
and production leadership. This will require that we not only st«m 
the drain of competent and capable defense producers, but that we 
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reverse it, hopefully by providing incentives that induce producers 
to reenter the defense market. 

In my judgment, S. 1379 will contribute substantially to that end. 
My comments on its provisions are included in the more detailed 
statement which I have submitted. Permit me to say here that 
there are no provisions with which I take strong exception and 
that I strongly favor those regarding the establishmeDt and initial 
capitalization of a separate DPA revolving fund, section 113, the 
expansion of eligibility and Presidential authority for title III sup- 
port, section 111, the establishment of the Industrial Capabilities 
Committee, section 201, the designation of the Secretary of Defense 
as a member of the Economic Policy Council, section 202, and sec- 
tion 203's call for periodic exercises to assess industrial capability. 

BROADEN THE PRODUCTION BASE 

In simunary, the challenge which faces us is how to broaden the 
production base while reviving its vitality and productivity. Our 
ability to meet that challenge is complicated by a number of intrac- 
tables, including our quarterly bottom line syndrome, an education- 
al system that is not providing qualified scientists and engineers in 
anywhere near the numbers required, an acquisition system that is 
increasingly overburdened with costly, counterproductive legisla- 
tive or regulatory requirements, and a failure on the part of unions 
to recognize that they must get involved and play a positive role in 
helping to meet the challenge we all face. 

Thank you for ai^ording me this opportunity, Mr. Chairman, to 
appear before this committee to discuss matters which are of such 
importance to our future well-being. Again, I feel that you are to 
be congratulated for taking the initiative in seeking to revitalize 
our defense — and with it, our commercial — industrieil production 
base. 

Thank you, 

[The complete prepared statement of Gen. John R. Guthrie 
foUows:] 
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I am Otmxit 3ohii R. OlUiau., Unctail Stated *imy HtjUiied, a Jaw. 
oi 1/ie U. £. Aviv Mi^aju^ Conmnd, 1^ .c4 1 uit.CufTic. oppo^jtLuvjty jcMi 

^ ou/L ruLtLofliLt M£UALty obotLt ufUc/i I haul btvi dzzpiJj con££Anad 60^ app^ox^um^- 
ty tiMJvtij ^aou. 1 ttUnh you., r^- ChoAAmui, RamLten lUxon and youA cotZeaguit^ on. 



mLttanjt ajt titLi paAtLcnioA tAnL. 

Af, a iointvi vjnrmnivi oi one 9i thK- miLi^avi .^clu-ccea' mtjon. le^viJich and 
d^ctome/U., p'U'CWtvrnnt and piLDdaLJtion, Jdippti/. tmiAbpoKiiLtion. and mujitanajic^ 
cannandA, I hixva Aeen a^fJzed to conrnoAt on l>i£ pvjvV^ioiu. oi S- 1Z7^ . Oic "Vzivh/A 
Pioduction Act Aiamdntintt oj 19i9' uliih cncihiuu en tha/A •4Uch agptan tJ.piayiaJJjt 
uaCtioUc, M viUck (a4t«x aonatm.. \ittHa, itii unmnti •iiiJU. ba. d/uuai p-ummilfi 
tvnp my OipVLianiia iitu£c -in iuu4ovn, thay can, hoAdlJj 6aiZ to bz ioli>'ied by my 

AJt^QcXtiUnn oi thu Unitad Stat£A Avrvj. m jdil>.iA^tisjttty iji da^e^i4L uulii^t^. 

r have- AAui.iwed thi. tiLfA<iaony oi l>i£ cUjAingiu^'thad ijfctntAfAi iJio hoi/e. afipeoAfl^ 
ctt yowt ptAfla hcoA.i'i^ uhJ>i yisaJt inJj^iaJA. and, not JtifjptAj.ir.gtji , i^nd nitf^f^ iA 
iijJtAtantial a^gieajnant. uLtk thtAA. ttt^iA/tarvj , oaAtLcuXaAZy fuit oi Si^AjiOiAy 
CaA£iLCCA, Ml-. Uovmn Aa^jAtins, and AdmiAoi. fiobby Ltura/i t^LOi uhon E hajji. uxinhid 
ouzfL thjt. ytioAj,. 1 utLtt a±tsntpt net to napoa^ tiiuLt ttioj/ kojje. ot/iaady told j/ou. 
axcajit poaib^ ioK ojivhaALi. 

tu-fttov/. . .th£. gtobaf. v-canom^ {o^otLt vtiich. i/ou hiLuc hsivtd a g'liat dtal] and OMOJitA 
Uji CfuAii, In Cant/ULt and EojAvtn Eatopi, iA -Ou ^ouijiX UrUwt- iXAzZi, and, Ld. uA 
not totgii, -VI Czn^tAOJi fijm^jXA houe- imdi ttvLt iac^ abundantly dtio/i- At a tlrrtr. 
«A4A a. tPt±L itSAiiiia and nvjiM-OxQ oi aJLi aj,Bee±i oi oua. niLtioruiX. itjaLts^y ajUL 

finJLitv\A- pc^^tu/u-j (Mi prvU^citloi^ tXn^Jiy ivi, e« ttt. Ausu.A*xn4 nud, "It ii 
c^^.t^.ca£ that uk mi^nto.!^ a. t,txonQ ioujidation. iv^ a jtaXA-bia. u^pon^A.." 

nmJtl pOAt oi ou/i Ok/sflJtW datfvLBnt 
pa^tiuu., .14 ^ hwUMf .tfiope. . .and <.t .14 avUing uotu <u puidiuiuu jjunn tha. tap 
to tha. bottom oi tho. At/ui^tuAA £wLu4. t^ diifnjA ba^ijia^f^i. Racent -4tudi£4 hay£ 
doaimmtAd 4/u^e Jact4 and .ufent^.Lcd nany oi tha, contv-butAng iac^toVt- 1 ufou^ 
i^/u. t<3 tfflpfuui^a. joiw con4idcJiii.tii)iu: 

a Even Li'un rKm^ aajt viXakAsaZy abttndant-, ii. unJ* vtJiy liand to gcjt dv^inJn 
doc^'&UM. mhajiA to zonnuX ivjidJ) to nvdvu^AO- the, ptoduj^jtion bcLtA; lyxj that, 
uonxy <A dAyins up, om. nay djcp^ct ijicAJtoAtd dlHijaitty -en obtaJjuji^ fuppovL; 



ientivxeX io*ti, and J, 
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^ a tijTK. vtun the. ijicAjtoAins rxjtxd to -iAtfistntd- Mut u^nomic and mcCi- 



the "quiUHtdl^ iottorft-ttni -Lt/ri^'LafTia <rL vidzt. ta Qci\£,'iais. ths. "liciiiaAi/ iumi- 
■A/i^ ^o\ ihs. tong-toAjn ^vs.itiaan£i fuajj^iJjusd tn *ia^aJji ihj. ta}motosicat and 
pnodujU'ion- .fnxpvujfrAAjf ufU*Ji ouji JrviLudAtf nssAA najjuita: and, iiji\aJm^, 

^ Li^i^itativa. and tzgutoAoKy mod^-tAi^'iofM oi t 
ti' filing idi. ^c^ an^-c ^if' uuii-itai/ minfl-giii taa^OJiai^ ii^iajL^i oi itufi^ .juni/' 



objcxAJ-ua. nuAt bt. ntbixXJid and to iG^fU/i U.S. toikjinlogA-cal and p\adu£;tion. 
'ii4>. TtLii lujjW ■ie«uJrtc -(hat uJe not oniy ittin the diflin at CDfflpt' 



a Title. I - ogjua wLth .SecJiatoA^ Coit9,Us tlmt thi. I>ti:Avuttu)n oj foCicg 
ISictioa tm) ij n. "com (uiDui4ion. A* lueh, I -suggtM that tha. Conmlttift 
mi^ght Vc4h to -fiK'^Ldti OiJopt^ng Oic oxpaiuled Congoagc [i^itoincf' trt th& 
Admiiii6tAa^J.oii i p^LOpatAd t<^. 

T-ctta II Atnxm^tij .Aufjpoat th£. VttabtL^vnini oi a. upoAajta. PPA 

AtijoK^iji^ iiijid and -c^ c^lhiiXjAiXon ty <tn .Jn.ct.uLt, orw-t^^fs. S200 mittiofi 
t/iamiivt (vim th£ Mttonoi. StocJii>i.(« fuyirf Ssttioi 3). 

1 oIao fuppa^ eJtpaj^inQ tht c^a.d.^c.£ oi iviojac^ti vfiicJi o^cf 
itigiMie. jc^ Tiiia 111 .au^po/it, ^Actoa^kut^ tAf t^i'UH^/LoJld ^ot Con^vi^^coniLC 

P'u^.cdeAt autho'i.ijti/ to au«At ij^dujJ^Alal. .tA^guACc^ cukt. UioogM. the ^/lo^t^aU 
4^ oot uiant^ied en i^ic U-S budget (Scctuift MT] . 

o Ti«s.WI iu^poii ttUL Aat ^ 

vMaiiii-shnKnt. oi .u/ict^o'Led indo^trj/ . 
inm#u^;c«..b uken. op9jia,tAr\g uittrfun the .Acopc and tJjnctotioi 
chofttcA <S£ct4.on 7ff v/outd 4ugg-e4tp hoivu?^, that ui 



OtAft^ irniridjKjitb - I itAOA^.^ axapo^ the ej,tatt.Ltiuniiiit oi on rru^u.bt4.Ja.t 
CapahitLtUi Camitttt (Section fOI nnif the deALaiuLUon of the SeciEtaJts oi 
DeJvMe a* a munJet o^ the Economii: Potic;/ Councit {Sittion JOJI . HflumiM,, I 
<Ltw o.^'ue. laith- fldmOuLt Iiutoa'^ izconrKnda^Uji'i liga/uUrig it.i nKmbBji.iiu.p ajt 
mtH. ajt hX^ on^ Mr. Iu^quMajh' i. coiotfo^ .;u.3ae-^t.^Ofi th^ the Sec^eto'Lv oi Com- 
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txa\eMie* te (mm-u vubiAMat 6eu« caoa£iCi.Ua4 . S^niAvi 'inci6i.t<4<t£ian uun- 

S'ltlUtJ.t «4(t£*Aj/visJtti, tkij. fuu not iiMmlly biaji Oic cikM.. lU u lO^uCt, tiM. 
coTuiijtiAU >rti.a/tjfl*/ by the excAu^e o^ft not ni^hUtiA. aA thjL h j^ h ^At JMuetJ. tutd 
one only -in^^uiucntCv cofuc^^^- 

- AlAhoush I uncfcA&ton^ that the. E>ajuAtrmnt oj Vt^enJA 
miy oppo^te the itochpiZin^ pfL0\/iJAOfiJ. oj SectiAL 30f ^c^ou^u. ^VLumiMu oaa 
aX^viady Attached by thi mLLHoAtf iviui,ce^ and the T^t^enAe Logi^^ticA Aytncy and 
T\^n.-vinJ:ti;mtiKa* uiwlU be J^jiri. t£> obi>ot£AeBr\£^, I Jaippott the. OziViLAC 
Science fiooAti'i caJLL jo^ T^-FTDn^ bu^isA. 4toch. utiicK Se£j^xon 30Z hhxitd poMniX. 

- On the otheA. harni, £c£t4^n& l^^ , 21 Z, ZT3, rt4 and 



In ^iiimuAy, the choUan^c utfu^ Joco^ U4 4^ hour to b^ioadoA the pfioduLXLon bcut. 
oilite. itjjjjjine <tJt ijJjtaJt'Jty and pAJidtictJjjiAt/ . CbA aJtiJLLty to nvet that ohaUen^ 
■C« eanpLicnXed by a munbtx oj intAniXoMA^, in^Audin^ uuji "i^uaAtjAfj/ battafi-Vjie. 
'tynd'um,'' an tdiicjjjtion -A^-bteni that ^Li not p/iodue^ji^ quoi^iAd icAejitLMj^ and 
tminta^t. in ani/utient. naoJi the nimbtAJ. ictu^ud , on acjfijition tyitam that. Ij. 
jjicAaaAijigty avenhuAdcnid fttlth c^Atf^, cotirJtjiA.'fiit£idii£XAue LegLbiaXA.\;e oa 
Ae^uJLita^y fuui^LiAamuiJtA, and a. ioAlwie on the. fOKt oj unions to -to^ogn^o, OiaA. 
they nuAt set inuotutd ojid ptay a. po^itAMe fioie in helping to nKct the chaUen^e. 

Thanh you. lo^ a^iovLing nu thiA opportunity to a^pooA. biiana. th^ ConmLttae 
today to di^cuA^ natte^A ot -iuc/i -i/F^oit to oun 4uJtuAe. vtett-belng. yoa ate to be 
eang'uUtUatsd ju. talUns the. initiatijn. in ieahina to in^iAove out u.i.ta£ dejmM. 
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tVAJfCCf*] . Hi i^ cjjAAontiii -i/cJi-srmtoyid and tu/*ng in Anrwidaie., U4. 

An Jmuui giiDiliKite Dj thi. fiincs.ton. Unu'CAiiti/ P^eid AiU.e£iuu/ f/OTc in 11*1, 

dlVnC^utfL OAjULtJitA^ ami -fivinid ip. i utitii. uoJUjeZy oi othzn Awn 'JJvi Joutt iirji., 
^iaii t^^O'C'LAji^ ajvi dip?.QnajUjL noVJtuin^, He gitxdwjXcd iinm the. p-slii 6-flJJJlAAA^ 
Sehaot vt T442, «w Caimuut E euwuU Stojj Schoot in t9M, an^ «ib UUisniLe Um. 

Luw {(iitt44 lOR^uC ji«ffl boMA^ iomandtK 4n the M Wontn^ XAniJ^jin 

thfi. Pac^tc Ofld Javan, ^fuJiidfjia OAV-gtiriBn.tt nj, VifjL*,Lan. (VLtcfi^G/u^ tmrmtfuie/i, 
CHieJ dJ ^t^i aj\d A^-4i.6tant Pivi^io'i Cofftil^c^i ^5ih Inia^i^t/Li/ tiivi-Jtion. ajtd 
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Senator Dixon. Thank you very much, General. I appreciate 
your contribution very much. 
Dr. Costello, it is etlways a pleasure to see you again. 

STATEMENT OF ROBERT B. COSTELLO. FORMERLY UNDERSEC- 
RETARY OF DEFENSE [ACQUISITION]. HUDSON INSTITUTE. IN- 
DIANAPOLIS, IN 

Mr. CosTELLO. It is a pleasure to be here this morning, especially 
since I represent the bridge between yourself and Congressman 
Kasich, because I am from Indiana now, and if people understand 
ge<^raphy in the United States, Indiana is what supports both Illi- 
nois and Ohio. 

Senator Dixon. Links us together. [Laughter.] 

Mr. CosTELLO. My comments that I have submitted in my formal 
statement are relatively succinct because I have to work on my 
own word processor now, and I will try to hold my summary to at 
least the same length. 

The concerns expressed by the committee have already been 
highlighted by the General, and also I appreciate his specific high- 
lighting of the issues within the S. 1379. I would like to take a 
minute, though, to express my concern in support of the commit- 
tee's position. 

Early last week I had a chance to have a detailed session with 
the GAO special team looking at EC 1992, the European Communi- 
ty 1992. Volume 1, "Towards a Stroi^er Europe," is a document 
that they were looking at and I have concern with, a report by an 
independent study team established by the Defense Ministers of 
the Independent Euro[>eEm Pre^ram Group to make proposals to 
improve the competitiveness of Europe's defense equipment indus- 
try, a very interesting document. 

They have outlined their adversary. They pointed their finger at 
him. It is us. 

I think that the GAO report should be eagerly awaited as a sig- 
nificant document for the deliberations of this committee as well as 
your companion committee in the House. 

A lot of work has been started. A little over a year ago we put 
together in the Defense Department the report "Bolstering Defense 
Industrial Competitiveness." There is a broader issue. You cannot 
separate the defense industrial base from the U.S. industrial base, 
and when I left the Department of Defense I chose to join the 
Hudson Institute, and we have put together em agenda, a proposal, 
to put together an action agenda for the U.S. indi^trial base, and it 
might be of value to the committee if we were to introduce into the 
testimony the document I have here, which is a prospectus on an 
American agenda for leadership in manufacturing and technology, 
if you would permit me. 

The Chairman. Please, and that will be admitted into the record. 

Mr, CoSTELLO. We have got a rapidly changing environment, 
from one in which the Defense Department was the dominant; in 
fact, in many cases the only, supporter for certain areas in R&D to 
one where they are a partner with industry in the application of 
fast developing commercial technologies to solve defense needs. I 
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call this an area of dual use capabilities that we have to take a 
look at. 

With the sophistication of the product and the increased capital 
cost for manufacturii^ the complex systems we need we can no 
longer afford those unique "defense only" infrastructures that end 
up delivering aircraft that cost over $500 million a piece or deliver 
to the field unreliable electronics systems that are already obsolete 
when they are introduced. 

There are a couple of issues within the act that I would like to 
point out and emphasize. 

One aspect of the act authorizes an oiflce dedicated to industrial 
base issues which basically supports in the Department of Defense 
the Office of the Deputy Undersecretary of Defense for Industrial 
fmd International Programs that we put in place over a year ago. 
That was fought by everybody. But it does provide that focus that 
says there aren't international programs and separate issues of an 
industrial bfise in the United States. They are one and the same 
and they are interactive. We have to carefully look at both of those 
issues. 

Congressman Kasich graphically described the concerns I have 
over offsets, and I think we have a secondary issue that will be 
raised by the stroi^er Europe approach that the Europeans are 
putting on the table. 

EUROPEAN CONCERN 

The Europeans don't care about the product cost. They care 
about technology flow. They axe going to have a major market. The 
European market will be a challenge to all of us. They have al- 
ready identified the European-based companies, and they have al- 
ready identified multinational companies. It turns out all the mul- 
tinational companies I know of that are based in Europe are classi- 
fied as European companies, and all the multinational companies 
that I know of that are based in the United States are multination- 
Eil companies and perceived as an adversary in the industrial envi- 
ronment that we are dealing with. 

I would like to be very specific. Michelin Tire Co. has major in- 
vestments, over a billion dollar investments, in North America, but 
they are a European company in the context of EC 1992 and conse- 
quently not to be feared. 

Goodyear has over a billion dollars worth of investments in 
Europe, but they are an American company and a multinational to 
be feared in the context of EC 1992. We have got to level that play- 
ing field rapidly. 

I think that the effort to put together a consistent approach to 
offsets is imperative to us because I see that the Europeans will 
play the following game. The man that puts the highest amount of 
technology on the table will be our partner, and that will acceler- 
ate the erosion of U.S. technological leadership, suid that gives me 
great concern. 

I think. Senator, the Dixon provisions to the act are most help- 
ful, and I again wemt to emphasize that as we look at the industrial 
btise there is only one we have to support, those activities that we 
put in place for dual use capabilities, whether it is HDTV in its 
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true sense of a coherent, interactive fiber-optic communications 
system for the United States or Sematech, which provides us the 
resources we need in the Defense Department to have flexible man- 
ufacturing capability, low cost, high quality, high technology, and 
low volume. 

I think that the amendments to title VII are key. Sanctioned in- 
dustry consortia that have been allowed to perform research emd 
development has been a significant boost. Extending the coverage 
to critical consortia to produce and mtirket product with appropri- 
ate review is a major step forward that will effectively level the 
playing field for U.S. industry in the global environment. 

This provision is unique, and you, Senator Dixon, must be com- 
plimented for putting forth this historic proposal. 

In those areas in which the act encourages the use of U.S. sub- 
contractors and small businesses, industry must meet the challenge 
of the competitive marketplace. It would be inappropriate to isolate 
entirely those segments of the industrial base from the realities of 
the competitive world. To do so would ensure the loss of leadership 
in technology cost and quality. 

Industry in these instances must meet stringent tests in their ef- 
forts to become world class. So they have a role to play. They can't 
expect government to do it all. 

I could take a lot more time to talk about the issues, but I would 
defer to your questioning later, sir. 

[The complete prepared statement of Robert B. Costelio follows:] 
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MR. CHAIRMAN AND MEMBERS OF THE COMMITTEE: 

ll is iodccd a dislincl pleasure and honor lo be asked lo leslify again before Ihis com- 
millee on a lubjecl so imporianl lo Ihe vigor of Ihe enlire nalion - noi only Ihe defense sector. 
The hearings thai have been held by Ihis commiitee have been oulstiinding in providing a 
thorough understanding of [he nature and scope of the problems facing industry in the United 
SUtes today. The concerns expressed by the Committee to date will only be aggravated with 
growing pressure far sales by the NATO countries as was well expressed at the ComDef '89 
conference here in Washington in early October, and aggressive sales efforts by other export- 
oriented arms producing nations. 

More than ever the factors Impacting Ihe sirenglh of our indusUial base musl take 1 
priority in both the Eieculive branch and Congress as welt as within the industrial segment 
itself. Each has a vital role to play in the rapidly changing and complex environment of 
international trade in which our basis for continued leadership is being severely eroded. Tlie 
work in the Defense Department described in llolstering Defense Industrial Preparedness' has 
laid a foundation for undentinding and progress. At the Hudson Institute we are attracting 
broad industrial support lo continue this work as we put together 'An Agenda for American 
Leadership in Manufacturing and Technology,' The hearings being held by this committee are 
unique in their timing and focus. They provide the mechanism to formulate a comprehensive 
strategy for continued U.S. leadership with participation by all secloil. 

The scope of (he work undertaken will be dramatically expanded as we witness a 
fundamental shift in defense acquisition from one dominated by a unique defense-only 
iofraslructuie to one rapidly concentrated on dual use capabilities in both product and 
manufacturing capabilities. Here, we define dual use as those technologies with both consumer 
and defense capabilities. With the increased sophisiication of product and increased capital costs 
for manufacturing the complex systems, we can no longer afford the unique defense-only 
infrastructure that deliven aircraft at over S300 million or obsolete, unrel 
systems that no one can afford. 



1. Further defined the responsibility and authority of Ihe office of the Under Secretary 
of Defense for Acquisition. The office is well-established and, if it is working as well as was 
my experience, it will be a major force in implementing many of the changes that will evolve 
from the hearings of this committee and the work of others in industry. 

2. Tlie authorization of an office dedicated U 
organizational structure put in place last year - Ihe of 
Industrial and International Programs - which was vi) 
now regarded most highly as the first coordinated eff 
global nature of the industrial base. 

3. The requirement lo have the Serv 



paration of a critical technologies plan is a needed eilensioi 
ment for a key technologies' list. The two efforts together 
IT long-term evaluation of the U.S. competitive posture. 
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6. The negOliBlion or MoU'i (Mamarandums ef UmlenUnding) together with Depsilment 
of Comnierce inputs will provide the broader view necessary lo assure industrial base issues are 
fulty considered. 

Tlie Di»on provisions to the Act are moil helpful. I would li 
coiKerns about the erosion of the defense induslriil base as there is ! 
capabilities. With this chiage. the scope of ihe Dixon provisions will encompass nuay of the 
emerging lechnologiei thai will be Ihe ilrenglh of US. industrial competiliveneu in the global 
marfcel. The Act begins 10 lay the foundation for a coheranl UA strategy in Ihe difficult 
international competitive market place. 

The more liberal and flexible authorities in Title III should be most welcome by the 
Executive Branch. It is a strong demonitratisn that Congren is really not interested in micro- 
management. The irutiluiionaliialion of the interactive roles of both the Eiepartmenl of 
Commerce and the Department of Defense is needed. There is a role far each and a much 
needed alliance between the two. 

The ameodmants to Title VII are key. 'Sanctioned industry consortia' allowed to perform 
research and developmenl have been a healthy boost. Extending the coverage to critical 
consortia to produce and market product with appropriate review is a major step forward that 
will effectively 'level the playing field' for US. industry in the global environment. This 
provision is unique and Senator Dixon must be complemented for putting forth this historic 

The general provisions being introduced are certainly favorable lo increasing the ability 
of the U.S. defense industry to continue to be competitive. The eBcauragament for improving 
the basic infrastructure capabilities in manufacturing focus on an area in which the U.S. has 
generally fallen behind. Product technology has always been the leader. Some of our 
competitors have had a more balanced approach with equal funding or in some cases greater 
funding for manufacturing and process re: ~ ~ 
the Acl 10 amphasiie the importance of m 
Defense Manufacturing Board. 

Id Ihose areas in which the Act encourages the use of US. subcontractors and small 
businesses, industry must meet the challenge of the competitive market place. It would be 
inappropriate to isolate segments of the industrial base from Ihe realities of the competitive 
world. To do so would insure the loss of leadership in technology, cost and quality. Industry in 
these instances must meet stringent tests in their efforts lo become World Class. 

It may be a bit beyond the scope of this Committee, but as I read ttie section on 
discouraging unfair foreign competition a subject Ihal has been of interesl to me for some yean 
was brought to mind. It deals with a concept that I call "unrealized social costs.' In the U.S., our 
contractors pay for Social Security, health benefits, unemployment compensation and other costs 
that are not paid by many of the foreign competition - a significant competitive disadvantage. 
Should we assess these costs on the labor costs of the foreign competitor to further 'level the 
playing field'. 

The Committees continued review of Ihe industrial base is slimulatingly needed dbbgue. 
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KM MIERICAH fcGEHDA FOB LEADERSHIP IM MMTOFACTDRIHG AMD TBCHHOIOGY 

U.S. industrial competitiveness has been discussed extensively over 
the past decade. The early eighties with its problems of energy 
dependence, inflation, recession and the overvalued dollar, brought 
attention to the issue of America's ability to coupete with other 
nations. More recently, the situation has improved. Noted 
achieveuents include the large number of new jobs created, a recent 
surge in exports and a restructuring of US companies, reducing 
excess capacity and focusing operations. A growing consensus now 
recognizes the importance of leadership in manufacturing and 
technology, the need for equal access to foreign markets and the 
key issues of quality performance and productivity growth. 

Nevertheless, some disturbing signs of weaknesses in the US economy 
persist, international Trade; The trade deficit remains enormous, 
a constant reminder of the declining market share of US products 
even with growth of global trade. Produetivltv Growth; O. S . 
productivity growth continues to lag behind that of its chief 
competitors, averaging just over It annually for the past two 
decades. Living Standards; While U.S. living standards remain 
among the highest in the world, real wage rates have hardly risen 
above 1973 levels. Given slower productivity growth over the long 
run, the United States ntay need to lower wage rates further in 
order to continue to remain competitive. 
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These disquieting developments persist despite significant 
depreciation of the dollar, despite contained Inflation, and 
despite the seventh year of peacetime expansion. They suggest the 
need tor a new look at Aaerlca's ability to meet the challeng* of 
global competition. 

The Hudson effort, *n a»erlcan Agenda EQE LeaderBhlo In 

Wanufticturlna And Techno loav. will emphasize a long-t^no 
parspectiva in addressing this critical issue. The study will 
consider the pace of technological Chang*, damographic trend*, and 
changing global competitive conditions in shaping th* future 
•conoMic and social landscape. The climate of the 1990'b will be 
quite different, not in the least because of reforms in the EEC In 
1992 and various shifts occurring within the economies of our chief 
competitors. 

The project will draw on inside and outside talent, pulling 
together the Institute's leading experts in science and technology 
policy, quality manufacturing practices, economic analysis and 
education and workforce issues. Hudson will create a dialogue with 
top business, government and education leaders through taskforces. 
With this breadth of experience and range of perspectives, the 
Hudson taskforces will direct their thinking to specific actions 
which will galvanize tesouroes to promote U.S. industrial growth. 



The Hudson project will distinguish Itself from others because of 
its comprehensive, pragmatic approach and its skepticism of 
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dognatic thinking. Hudson will build on what we have learned over 
the last d«cade. Rather than add to the myriad oC studies 
rehashing concerns over the cost of capital and the budget deficit, 
it will focus on a proactive agenda which offers the- Most 
opportunity for change in industry, acadenia and govem*ant. The 
objective of the study is to determine whether or not the U.S. has 
a long-ter* competitiveness problem, to identify deep- seeded 
wea3cnesBes and to offer recommendations so that the country can 
embark on the 1990's with a clear sense of priorities. 



db, Google 



Tectmological growth bae a direct Impact on Industrial perfomance. 
As econonies become increasingly knowledge-based, the need for 
technological preeminence becomes essential for America to compat* 
succassfully In world a 



Ther« ia increasing evidence that the D.S. is falling behind in its 
ability to bamess the potantial of new technologies. While 
America spend* mora In absolute terms on research and development 
tban any other country, it has lost or is in the midst of losing 
significant segments of its high technology markets. In 198C, the 
first trade deficit ever In high technology products was reported, 
followed by modest surpluses in 1987 and 19 SB despite sharp 
depreciation of the dollar. Key markets impacted Include consumer 
electronic*, senicondvictor*, machine tools, computers, robotics, 
lasara and teleooamuni cations equipment. 

Concern over America's ability to tap technological breakthroughs 
Is not new. There is growing consensus concerning tbe weaknesses 
in tbe D.S. science and technology system: (i) translation of 
tecbnological breakthroughs into new products , ( 2 ) defense 
technologies with little spillover capability into civilian uses 
(Dual Use Technologies), (3) failures of cooperative efforts of 
research and development, (4) neglect oC process technologies and 
[5} limited efforts to scan for new international technologies. 

However, while consensus bas grown with respect to the problems. 
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considerable disagreement remains over the best means to solve 
them. US government policymakers have begun to consider and in 
sone cases adopt policies to address these weaknesses. Examples 
include government ' s response to high temperature 
superconductivity, the Sematech consortia and HSF programs for 
cooperative efforts between universities and Industry. Some 
analysts argue the government has gone too far. Some say recent 
Initiatives are misdirected and others charge the changes are 
piecemeal at best. The current reformulation of govemMent science 
and technology policy presents an opportune time for a 
conprehenslvs and rigorous evaluation of methods to encourage new 
technologies . 

The Hudson tasktorc* on Technology will consider the following 
questions. Is the United States in as much trouble as critics 
claim? What are our strengths and weaknesses In this area? Wbat 
are the implications of current federal Initiatives? Are they what 
we need to maintain our techno logical leadership? If not, what 
specific action should government, academia and industry be taking? 
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MMIOTACrDRIHg 

Excellence in aanufacturlng continues to play a critical role In 
detemiining economic leadership among the industrial nations. 
D«spite Buch discussion to the contrary, this country cannot r«ly 
BOley on s«rvices to support healthy economic growth. The 
ivportance of American manufacturing is highlighted in four points. 
(1] The manufacturing and service sectors are closely integrated- 
shipments by Manufacturing companies comprise eot of GNP. while 
only 20t of this represents the portion of value-added from 
manufacturing, the remaining 40t are purchases fron other sectors 
to support the manufacturing effort. (z) unemployment in 
manufacturing sends ripples through other sectors of the economy. 
According to a report by noted economists Rudiger Dombusch and 
Lawrence Summers, a It rise in manufacturing unemployment results 
in a 3.2% rise in construction unemployment, a 2.4% rise in service 
unemployment and a 1.5% rise in retail trade unemployment. (3) A 
strong manufacturing base provides the cash flow to support 
research and development. The sector performs 95% of private rItD. 
And (4) America's long-term national security interests depend on 
the strength of its industrial base. 

Signs indicate that U.S. manufacturing is not faring well in every 
sector. Many American industries are still struggling to maintain, 
or regain, their declining portion of the world market. Despite 
recent improvements in competitiveness, that may only reflect 
temporary macroeconomic effects, the united States continues to lag 
behind foreign competitors in terms of productivity, quality and 
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innovation. H«glact of naw process and dsaign i>^rova«anta 
cripples sanufacturing ooapanlas In intamatlonal coiipatition. 

Clsacly, Aasrica's probl«ma in manufacturing will not ba solvsd 
without isproveKsnts in tba aacroaconoBic anvironxant. On tba 
othar band, currant daCicianciaa in product devalopmant, quality, 
and cycla tiae sasa to go beyond the shortcoBings of our budget 
daticit and our savings rata. 

This Hudson taakforce will consider whether currant difficulties 
facing manufacturing industries represent an ongoing concern or a 
passing phenomena. The taskforce will deteraina the extent to 
which quality manufacturing practices havs been implemented by 
companies and how to accelerate adoption. It will Identify roles 
for industry, government and academia to promote long-term 
strategic planning, collaborative approaches to production and an 
attitude which accepts change. 
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PUBLIC MID ECONOMIC POLICY 

Public policy plays a key rol* in setting the general econosic 
environment in «rttich U.S. industry operates. Tax laws, monetary 
policies, antitrust laws, regulatory controls and trade policies 
can either offer an incentive or disincentive to industrial growth. 
In addition, government spending in itself, by reallocating 
existing resources, has a direct impact on U.S. competitiveness. 

Hany argue that U.S. government policies have done little to foster 
an environment which promotes attention to long-term needs. There 
is increasing evidence that the country is misusing its energy and 
resources, promoting consumption over production, discouraging 
savings and concentrating en wealth redistribution instead of 
wealth production. 

Kational policies result in a whole host of indirect costs «Aiich 
effect the ultimate price of U.S. products. Given this close 
relationship, it is unlikely we can continue to support: 

- A health care system where costs have risen from 5.9% of GHP 
in 1965 to 11.1% in 1987 and are projected to rise further to 
15t of GNF by ttae year 2000. Already, the U.S. spends more 
on health care than any ether industrial nation. 

- Entitlement programs where the social sscurity system pays the 
average retiree three to five times more than was originally 
contributed. Elderly make up 12% of the population, but 
recleve 57% of all federal entitlements. 

- A legal system where over S34 billion was spent to litigate 
torts, but only S16 billion went to injured people. 

Hany of the country's resource-allocating decisions were made at 
a time when there was little concern over America ' s 
competitiveness. The realities of the new economic environment 
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Impel us to rsexamine exactly which social policies are fundaaantal 
to our country and which ar« not. 



The Hudson taaktoroe on Public and Econoaic Policy will i 
historical priorities and consider the following questions. Can 
the U.S. do nore to create a fair, competitive environment? What 
should be done to Inspire adequate attention to long-term needs 
without stifling economic freedom and Indivldualiem? How can the 
united States, with little tradition of govemxent Involvewent in 
promoting industry, compete with countries where government plays 
a significant role? 
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HPMMI CAPITAL 

The quality of our human capital base Is ona of the most Important 
factors behind America's ability to sustain rising living 
standards. Efforts to implement increasingly sophisticated 
tachnology, emphasize quality and accelerate productivity depend 
upon th* pr«paredness of the workforce and Its vlllingneas to 
accept change. 

TO date, Muoh attention has been given to the educational 
deficiencies of the labor pool. Leas focus has bean placed on the 
attitudinal changes required by management and labor in 
implementing quality manufacturing practices. Historically, U.S. 
business has overlooked the potential of its hunan resource base. 
The assembly-line approach, a hallmark of American manufacturing, 
encouraged the view of labor as a factor of production to be 
varginallied. Emphasis was placed on keeping costs/wages down. 

Successful companies in an increasingly knowledge -based econoi^ 
will require much more of their employees, improving performance 
will depend on acceptance of automation. Increased employee 
involvement and above all, a commitment to excellence. It will 
mean structural changes Including a flatter hierarchy and more 
functional linkages. Finally, it will hinge on continual training 
and skill development. 

The Human Capital taskforce will address the following questions. 
Why have American managers been slower than their foreign 
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countBrparts to Inplaoant tb* prlnclpl*a of Total Quality 
Hanagenent? How can the United States inspire Its workforce? What 
role can our schools play in encouraging cultural change within 
nanagement and labor? How can govemnent facilitate cooparation 
between Banagsuent and labor? The taskforce will considar the 
organizational changes, incentive prograus, and management styles 
neadad to support continual focus on quality performanca. In 
addition. It will make recommendations on how to build a mors 
flexible workforce, raise educational standards and prepare paopla 
for tha jobs of the Information age. 
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C RITICAL ISSUES TO BE COW gr p pPBP 

The DBJor work of tha study will be done in four aaparate 
taekforces focusing on issues of Technology, Manufacturing, Public 
and Econonic Policy and Hunan capital. Several conferences will 
be held over tbe two-year study period, with Hudeon providing 
baclcground analyels and giving focus to the dialogue at •scb 
aeetlng. Participants will take an active role in providing a 
breadth of experience and insights to th* study. The following 
partial liet highlights some of tba potential Issues to be 
addreseed by the four taakforces. 

I. TECmOLOGY 

Translating technological breakthroughs Into new products. 
How to spesd up th* process. 

A rol« tor govemnsnt, acadenla, industry and labor. 
Encouraging new teohnologies without picking winners and 

Improving efforts of cooperation. 

Hhlch foras succeed, which do not and why. 

Consortia; joint ventures, partnerahips and infomal 

cooper at Ion . 
How to plug into International t«chnologi«s. 

Global infonatlon sharing. 
Attention to proceee technologies. 

Focus on the manufacturing process. 
Building a state-of-the-art technological infrastructure. 

Government development of standards and specifications. 
Should military R&D more directly benefit the commercial industrial. 

base? 

Affording the tremendous Imrdan of defense and Its unique 

infrastructure . 

Developing a strong, supportiv* industrial base. 

Dual Use Technologies. 
Technology and trade policies at cross purposes. 

Intellectual Property Rights. 

National Security issues. 

II. MMroTACTDBIHG 
Total Quality Manai 



Advanced manufacturing pre 

Flexible manufacturing 

Cycle time management 

Factory modernization investments 

Quality control. 
How far are we in adopting Total Quality Hanagament? 
What is keeping OS coi^anies from iiq^lementing it? 
How to accelerate adaption. 
Promoting forms of Cooperation 
What will be gained? 

Laws which inhibit efficient forms of cooperation. 
Cooperation ve. Competition] maintaining a competitive 
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environment while encouraging allianc«8. 
Labor-Management Relations 

Harnessing the potential of th« workfOEca. 
Short time horizons 

Incentives to promote long-term strataqio planning. 
Attention to the global environment. 

Foraign competitors and foreign direct investment. 
Hanaging our defense in an economically interdependent world. 

Mobilization capaliility - Dual Use Facilities. 

Foreign Dependencies. 
Trads policy and Industrial growth. 

tniat, if any, are useful forms of protectionism? 

What measures may be justified as leverage in negotiations? 

What measures are justified taken in response to for«ign 

dumping? 

III. PUBLIC AHD ECOHOMIC POLICY 

Coherent Tax Policies 

The merits of incentives to invest long-term, sncourage 

production over consumption and promote savings. 

Should the U.S. iapose a value-added tax? 
Antitrust Kegulatlon 

Revitalizing antitrust laws in light of the current 

international environment. 

Promoting coordinatad action without stifling competition. 
Health Care Policy 

National Health Insurance? 

Who should bear the cost for health care? 
Product Liability Costa 

Caps? A national system? 

A larger role for judges? Loser pays all legal fees? 
Entitlement Costs - social security, welfare, etc. 

Mho pays - producers or consumers? 

Should we give our competitors incentives to match our level 

of social benefits? 
Environmental Regulation 

How to improve currer 

How to promote modem, 

economic growth. 

Hhat other countries are doing. 

Penalty vs. Incentive. 
Defense Expenditures 

Spending defense dollars to Improve industrial 

competitiveness . 

Burden sharing. 
Infrastruoturo 

Defining and building a world class transportation and 

communication system. 
Capital costs 

Steps to encourage long-term Investment. 
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IV. HOMMI CAPITAL 

Labor Projections 

Skill requirements 

Workforce nix 

Projected education levels 
Education 

Pre- school 

K-12 

Job retraining 

Engineering and science training 
Cultural change within nanagement. 

Participative nanagement skills. 

Innovative human resource policies 

Leadership to get people to accept Chang*. 
E^thlcB - promoting our stock of "Cultural Capital" 

A work ethic, an enterpciae culture. 
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Senator DixoN. We will certainly develop it further in the ques- 
tioning. Dr. Costello, and I thank you for your contribution. I hop* 
that you and Mr. Guthrie will see to it that any material such as 
that that you have suggested in your remarks be reproduced in the 
record. We are anxious to have it. 

Dr. Korb, we are delighted to see you here, former Assistant Sec- 
retary of Defense for bistallations and L<%istics and now at the 
Brooking Institution here in Washington. A pleasure to see you 
this morning here. 

STATEMENT OF LAWRENCE J. KOEB, FORMERLY ASSISTANT SEC- 
RETARY OF DEFENSE [INSTALLATIONS AND LOGISTICS], THE 
BROOKINGS INSTITUTE, WASHINGTON, DC 

Mr. Korb. Thank you very much, Senator. I apologize for being 
late. They decided to have a demonstration at Weishington Circle 
this morning while I was drivii^ in my car. There wasn't too much 
that I could do about it. 

Senator DixoN. I see. 

Mr. Korb. I am pleased to be here because one of the areas I 
worried about when I was in the Pentagon was the whole area of 
mobilization. I was the cochair with Dr. Ikle of the Defense Mobili- 
zation Panel. As I mention in my testimony, I was a member of the 
Defense Technology Base Advisory Panel of OTA last year, and I 
am presently on the Advisory Board of FEMA. 

Before I talk about your amendments which, like Dr. Costello, I 
support wholeheartedly, I would like to point out a couple of 
things. 

Things have changed an awful lot since the last time we reenact- 
ed the Defense Production Act. For example, at the time we reen- 
acted the Defense Production Act in late 1984, we were anticipat- 
ing that the Defense Department would spend about $2 trillion in 
the 1986 to 1990 budget timeframe. Actually, it received only $1.4 
trillion because of what we might call Gramm-Rudman-Gorbachev. 
This shortfall has already had a tremendous impact on defense in- 
dustry. 

I notice that Senator HoUings wants his name off the bill. So 
maybe we can put Mr. Gorbachev's on. 

DECUNB IN DEFENSE SPENDING 

Defense spending is likely to decline for the remainder of this 
century. If we are successful at START and CFE, I feel that de- 
fense spending in real terms is likely to fall between one-third and 
one-half over the next decade, and that fact will make it much 
more critical the type of mobilization base that we have. 

Even without these arms agreements, budget pressures are al- 
ready pushing defense spending down, and so — even without these 
arms agreements, which I think and hope that we will get, defense 
spending could fall another 25 percent. 

One might be looking at a force in the year 2000 that would have 
htdf the number of active Army divisions, half the number of tacti- 
cal air wings, and one-third the number of ships. Over the next 10 
years we will see some defense companies probably go out of busi- 
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I am somewhat amuaed by the langue^e in the flscal year 1990 
Defense Authorization Act that basically tells Grumman that Eifter 
they have finished the 18 remaining F-14-D's not only will they 
get no more contracts but they have to throw away the tools. I 
don't know if this is something 

Senator Dixon. And they had to f^ht awful hard to get that 
deal. Dr. Korb. 

Mr. Korb. That is right. 

So what we are probably looking at is a different type of environ- 
ment. Should we have to mobilize agfiin, I think one thing that 
seems to be certain as a result of the events that are taking place 
in Europe, we wUl have much more mobilization time. Right now, 
as you know, we are committed to having in Europe within 10 days 
after D-Day 10 ground divisions, 100 Air Force squadrons, and a 
Marine Corps expeditionary brigade. That would put a tremendous 
strain on us right now. One of the things coming out of the 
changed international environment is that we will have much 
more time to mobilize. 

DEPENDENCE ON FOREIGN SOURCES 

Another fact, which Dr. Costello has already mentioned, is the 
dependence of this Nation upon foreign sources for iia needs and 
the penetration of American defense industry by foreign compa- 
nies. I think these developments are of some concern, but I don't 
think that, A, we can over-react or, B, that we can really turn back 
the clock in these areas. 

I don't see any mstjor sectors or whole industries we have to be 
worried about. However, there are some materials and some tech- 
nologies about which we need to be concerned. It is important as 
we look at the Production Act that we — in the name of protecting 
these technologieB or certain materiails, that we don't overreact and 
protect whole industries which may be inefficient. 

But nonetheless, even with the changes in the Soviet Union and 
Eastern Europe the United States still will be a world power, and 
we will still need to have a significant military establishment 
which must be able to operate effectively in peacetime and must 
have the capacity to mobilize to meet national emergencies. 

So I ut^e that the Production Act be reenacted, and I think that 
your amendments do an excellent job of helping us deal with the 
new environment. 

I like Title III, because it increases the flexibility and rai^e of 
government administrators to foster the development of new t«ch- 
noli^es and protect old ones, and like Dr. Costello, I support Title 
Vn, because it would enable us to protect those technologies in the 
world environment without running afoul of antitrust laws. Title 
vn allows Government executives to do things, which on the sur- 
face might be considered a violation of antitrust laws, since Title 
vn mandates that the deliberations have to be open, the public in- 
terest will be protected. 

In conclusion, while I think it is important that we do focus on 
reenacting the Defense Production Act, I think we also need to look 
forward. I would urge the Congress as it looks forward not only to 
worry about protecting the industried base but helping companies 
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which are very dependent on defense business now to move to non- 
defense business. In short we need an Economic Conversion Act as 
well as a Defense Production Act. 

Thank you very much, Mr. Chetirman. 

[The complete prepared statement of Lawrence J. Korb follows:] 
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I tuva had a loog Incarsic Id the haalth of the dafanas Induatcial 
(oc manufacturing) and technological bale. Duclng nqr jeart of lerrice 
In DOD {1981-B5), the Daput? Aailstant Secretac<r of Defense for 
Mobilisation reported directly to aa. L«*t jaar I «•• ■ kenber of the 
DefeniB Technology Ba>e Advisoc; Panel of the Office of Technology 
AvieBsnent and am premently ■ cneinber of the Advisory Board of FEHA. 
TherefoTO, I appreciate the opportunity to appear before you to diicuii 
the Defense Pcoductlon Act. 

There Is no doubt that the nature oV the defense Indnetrlal base 
has changed significantly over the past 25 yaare, but so too have the 
actual and anticipated demands that the Departaent of Defense place* 
upon that base. Moreover, the nature of the base and the demands upon 
It will continue to cbamge significantly over the rest of this century. 
For eza^le. In late 19B*, shortly after the last passage of the 
Defense Production Act (DPA), the Reagan Administration projected that 
DOD would spend SS trillion In the FY 19S5-90 time frame. DOD actually 
received authority to spend Sl-4 trillion. This $600 billion gap 
betveen actual and anticipated revenues has already had a tremendous 
Impact upon the defense industry. 

Similarly, becsuse of 'Gcamm-Rudoun-Gorbschev, * defense spending 
Is likely to continue to decline for the remainder of thli century. If 
the U.S. and U.S.S.R. are successful In the START and CPE negotiations, 
defense spending In resl terms Is likely to fall between 1/3 and 1/2 
over the next decade. By the turn of the century, the nuoibet of 
strategic nuclear warheads la likely to decline by at least SO percent. 
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land diviBloQS by AS parcent, tactical air wings b7 33 parcant, and 
total abipa bj 30 paccant. 

Even without tha START and CPB agreanants, dafansa spanding In 
taal tenu will fall by at laait 25 parcant over the decade of the 
1990's. There li no doubt that becau*e of these trends there will be 
axcesa CBpaclt; in tha defense sector and that several defense fima 
will have to dlverslf; or go under. I would not be surprised to see 
such companies as Cnmnan and Northrop out of tha defense business 
altogether. Indeed, the language ia the PY 1990 Defense Authorliatlon 
Act all but guarantees that Grumian will never Bake anothec naval 
aircraft After It coapletea work on the 16 rtaatning F-14D*a. 

The tTpe of national eatrgencj for iriilch we would have to BoblllEa 
!• aleo undergoing dramatic change*. Based upon Gorbachev's unilateral 
reductions idiieh are already underway and the Soviet proposals at CFE, 
it will take the U.S.G.R. and Its sllies at least three Konths to 
Bobillae ibould they aver decide to launch an attack on the Vest, 
conpared to only 10 day* at the present tljaa. Langthanlng the warning 
tloa alaust tenfold will have ■ great Isqtact upon the defense 
industrial or oanufacturing base that muat be nslntalned In peacetime. 
Moreover, given the lethality of Bodem weapons, it Is hard to imagine 
a conventional war in Europe In lAich the superpower* ace invulved 
lasting very long. Tbui, it Is improbable that the U.S. industrial 
bate will ever be called upon to pcoduce 1,OOD ships and 100,000 
airplanes annually as It did In Watld War II. 
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should the tl.s. go to war again for a austaiiicd period, the 
chanceg are that It will be Involved In a protracted limited war like 
Vietnam. At its height, that war added !«■« than 2 percentage points 

□f SHP to defenae ipendliig and had a negligible impact on paraonal 
coneunqition and doneBtic Investoent. (World War II by contrast added 

36 percentage points to the share of GNP consumed by defense and 
virtually wiped out domeBtlc investment.) 

Another factor that la changing Is the depenilence of this nation 
upon foreign aources for Its defense needs and the penetration of 
American defenaa industry by foreign cooqianies. Although foreign 
dependence and indeed ownership are of some concern, I believe it la 
Important not to overreact to these events. There are no major sectors 
(e.g. aircraft, chemicals, electronics) of defense purchases which 
Inport as much as 20 percent of their product. However, DOD and tb* 
nation have long been pervasively dependant upon such items aa glaas, 
sapphire, and hlgh-purlty silicon. In addition, there are a few 
specific defense related technologies, like conqiosltes. fiber optics, 
low observables or stealth, and large-scale Integrated circuits, whose 
use will Increase drsnatlcally over the next five years. It is upon 
items such as these that our concerns should be focused. Similarly 
foreign ownership of most defense industries is no siore threatening 
than the co-production of defense Items by U.S. and foreign con^anles, 
which is not a ne 



HoneEheless, as a great power with a need to inalntaln significant 
Itacy strength to protect Its global Interests, even In the post 
tainment area, the United States still must preserve and continue to 
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enhance its defense Industrial and technology base, particularly the 
latter, in peacetlne and have the capaclt? to Dobillze its productive 
capacity to meet national emergencies . The authorities contained in 
the Defense Production Act of 19S0 are useful in helping meat these 
objectives. Thus, the DFA needs to be ceenscted vith anendnents 
necessary to adjust to the changing envlronineat. In nj view, £1373. 
the DFA AiDendments , offered by Senator Dlxon do just that. 

His snendments to Title III increase the flexibility and range of 
govenuDent administrator a to foster the development of new technologies 
and protect the old ones. The proposed amendments to Title VII vould 
allow American companies to cooperate for the purpose of enhancing the 
Industrial and technological base ^lle protecting the public from 
closed door conspiracies. Dixon's other amendments, which support the 
recoanendations of the Defense Science Board and the Air Force 
Association, will help the government better coordinate its activities 
and develop policies to carry out the purposes of the DPA. 

Hhile the Congress is deliberating on this leelslatlon, it should 
keep In nlnd that the DPA is about to celebrate its 4ath anniversary. 
It vas a product of the Cold War. And lAile the DPA has some utility 
in the post- containment era. Congress should also focus its efforts on 
conversion. The challenge of the 1990's will be converting some 
defense industries to civilian pursuits, not just protecting the 
industrial base. The DPA needs to be supplemented by en EGA (Economic 
Conversion Act}. 
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A number of things occur to me that I will question the three of 
you about. I might respond first by saying I agree thoroughly about 
the fact that we have seen the flattening of our commitment to 
military spending in the Congress in the last several years, and 
now we are starting to see the beginning of the down curve. De- 
pending on how much sequestration we are going to have in con- 
nection with reconciliation this time — and I still think there will be 
reconciliation with some kind of an agreed sequestration — that 
curve will be, you know, somewhat worse than we presently expect, 
but clearly worse than we thought it would be even 1 or 2 years 
£^0. I think you are quite right in suggesting that we will continue 
to live in a time of diminished expectations with respect to what 
we do for our military for a long, long time, which I think really 
makes this whole issue of the defense industrial and technolc^y 
base even more critical for those of us who care about it. 

Within the last several weeks I have spoken to I don't know how 
many groups about this subject matter. There is a lot of interest in 
it. Former Senator Jeremiah Denton had a room full of people out 
here on this subject one day \ast week. Yet, ray sense of it is that 
there is still no coalescing of ideas by everybody about what we 
really ought to do. 

I see joining me now my good friend, the distinguished senior 
Senator from Pennsylvania, Senator Heinz, who has also been very 
active in connection with this subject matter in this past. 

But it seems to me we have got to do something to protect our 
critical industries. I think we have to do something to protect our 
interest with respect to these policies we talked about on offsets. 

An interesting question was asked of me at a meeting the other 
morning. I spoke at a breakfast on this subject matter, and a 
women in the audience stood and said, "If you were king, what 
would you do about it?" 

So, if you were king, how would you deal with this problem? 

I will ask you first, Dr. Korb, since you were last. 

How would you handle the problems with our critical parts, our 
critical industries, and our offsets if you were king? 

INVENTORY OP NEEDS 

Mr. KoHB. I would decide which technologies are the critical 
ones, because I think that we do have a number of critical ones 
that have already been mentioned. The Defense Department is cer- 
tainly aware of it. 

But that would only be the first thing. As Dr. Costello pointed 
out in the excellent report, which he wrote when he was in the 
Pentagon, we don't even have an inventory of what we need. The 
first thing I would decide is what we need. 

Senator Ddcon. As you know, we asked for that last year. In that 
small section of the Department of Defense authorization bill that 
we were successful in passing. We do get a list each year of some of 
them. 

Mr. Korb. But I think that is the first thii% that we need to do. 

Senator Dixon. Get the list. 

Mr. Korb. Get the list. 
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And I think having gotten the list, then we need to decide how 
best to protect those technologies in such a way that we would 
have a reasonable degree of certainty that it deals with our defense 
needs. I think one has to be careful. I remember from my days in 
the Pentagon that every time a particular company would lose a 
contract its leaders would come in and say, well, you have got to 
give us part of the business because you have to protect the indus- 
trial base. Of course, if the industrial base everything, it means 
nothing. 

So we have to decide what are the technologies we want to pro- 
tect, how best to protect them, recognizing that there is no guaran- 
tee or completely risk-free environment. We have never in the 
post-World War 11 period spent enough on defense to carry out all 
the commitments. We accepted a degree of risk. I think we have to 
accept a degree of risk in the areas as used. 

And I thmk if I were king one of the things I would do is move 
this cotmtry toward an industrial policy. I think defense industrial 
policy has to be part of a larger industrial policy, and I know that 
a lot of people think that that this — smacks too much of socialism 
but I still 

Senator Dixon. Well, let me interrupt you at that point because I 
agree with you, and I think the amazing thing is that chief execu- 
tives of the biggest companies in the country come in here and ad- 
vocate this same idea. Yet some would say, oh, g^, that is not the 
American way. You know, government smd business are goii^ to 
get together and figure out industrial policies. No, we don't want 
that. 

Obviously, that is what they do in Japan, Dr. Korb, and in many 
other countries that are beating us up pretty good in the interna- 
tional marketplace right now. 

You think that is the thing to do? 

Mr. Korb. 1 think we have to move in that direction, both in 
terms of protecting these technologies as well as maintaining our 
competitiveness in the world environment. How far we should go, I 
do not know but I think we have to begin taking a look at the sub- 
ject, possibly your amendments to title VII, which allow us in a 
certain sense to have a defense industrial technologies policy, 
might be a useful trial to see how that works because, after aU, 
your amendment does allow people to do things that were it not for 
the concern about the industrial base would be considered a viola- 
tion of the antitrust laws or would be considered almost a socialis- 
tic type of policy. But if that works, we can then see if we need to 
move into other areas. 

What concms people is that if we have an industrial policy, it 
will eliminate competition or diminish the incentive for competi- 
tion and protect weak industries. There must be a middle ground, 
and I think it is time for us to recognize that we really need to 
b^in moving in that direction. 

Senator Dixon. What would you do about offsets? 



One of the interesting things I found was after all those speeches 
on offsets, which I thought often fell on deaf ears in the tremen- 
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dously contentious battle we had where we broke all the furniture 
in the Congress on the FSX deal, amazingly now in the Koreein 
deal somebody in the administration has said take Dixon's 30 per- 
cent number, we won't make the offsets any bigger than 30 per- 
cent. It isn't even the law, but I guess everybody raised so much — I 
don't think it is a law, is it? 1 don't think we ever passed on it. 
They just decided to take that number, I guess. 

Mr. KoRB. Your amendment, which requires a report about off- 
sets, is important. We should understand what is involved. I am 
however against rigid percentages. I think as long as there are 
guidelines, it's OK. When you have fixed percentages, then you 
really put yourself in a box. 

One of the things I remember from my days of conductii^ inter^ 
national n^otiations was that we used to complain a lot about the 
Congress and some of the things that they made us do. For exeim- 
ple, when we had military construction projects overseas Congress 
mandated that half the business had to go to the United States. 
But it is a very helpful negotiating tool because you can blame 
those people back there in Washington or 

Senator Dixon. They throw a lit all the time, and they are a 
pain in the butt. We have got to do something about it. 

Mr. KoRB. We have to do it, and to a certain extent it happens 
when you deal with other countries. If you deal with the Koreans 
or the Japanese, they will say, well, we would like to do this, but 
you know our farmers, we have to placate them because they are a 
very powerful political group, and so on, and so forth. 

Senator Dixon. Let me ask you one more question. I want to give 
everybody a chEince, and we will let General Guthrie be king next. 

John Kasich remarked in the heart of his comments something 
that is always my contention — the whole question of reciprocity. 

RECIPROCITY 

Whatever happened to reciprocity? As you know, most States 
have reciprocity laws with the next-door State. For example, I prac- 
tice law in Illinois, and you are a Missouri lawyer. If you wsint to 
practice in Illinois, that is fine, but the Illinois lawyer has got to be 
able to practice in St. Louis, and so on. 

Just like the whole fight on the FSX; I think one of the amusing 
thin^ is that we adopted a very strong resolution, defining con- 
strfiints, with 72 votes, as I recEdl. One of the provisions was the 
jprevention of transferral of technology and other things like that. 
Then, when the President vetoed and we lost on the veto struggle — 
it was 66 votes, 67 being required — the deal went through. I under- 
stand the deal has fallen apart all over the place now, one of the 
problems being the Japanese have these laws with respect to their 
technology that are very strong constraints and General Dynamics 
is very unhappy about that. We see here already a difference in 
laws between the two countries that affects the viability of that 
agreement, and I can think of many, many other instances where I 
have run into situations where we permit something and the other 
side does not. 

For instance, on offsets, my understanding of it is that most 
other countries don't have those kinds of arrangements that are re- 
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ciprocal with us. Why can't we at least say that in offset arrange- 
ments the thing cuts both ways? 

Mr. KosB. Well, I think your bill does that — that is your amend- 
ment to title VII which requires reporting about it. 

Senator Dixon. Yes. 

Mr. KoRB. I would never want to have rigid goals or rigid quotas 
enacted into law, but at least I think an expression that there be a 
certain percentage or at least the same type of situation that the 
other countries with whom we are dealing have. At least we will, 
A, tell people about our intent and, B, I think strengthen the hand 
of the negotiator somewhat. 

Senator Dixon. General, you were a great general, but if you 
were king, what would you do? 

Mr. Guthrie. Sir, having watched Good Morning, America's very 
interesting treatment of West Point yesterday and having been re- 
minded by it that General Washington rejected the suggestion 
that 

Senator Dixon. The opportunity. 

Mr. Guthrie [continuing]. He be king, I have to demur on that 
count. [Laughter.] 

However, I would be happy to give a thought or two about what I 
might do if it were within my power to do so. 

EFTECTS OF OFFSETS AND COPHODUCTION 

I think first that I should say that when I was still on active 
duty the words that we were concerned with at that time were "ra- 
tionalization," "standardization," and "interoperability," and the 
effects of offsets and coproduction were given seldom if any shrift 
by anybody other than Sara Stratton, who had em arsenal up at 
Watervliet Arsenal, which also was in my command, and he emd I 
were very strongly opposed to transferring the technology and co- 
production of cannon to our allies. 

So I think that first I would say that any consideration of offsets 
also has to give consideration to the coproduction agreements into 
which we have entered with our allies on both sides of the — both 
the Atlantic and the Pacific. 

Second, I think we have to also recognize that in making a deci- 
sion with respect to offsets and coproduction we ought to have a 
balanced approach to RSI and weigh the relative l>enefits to the 
United States and its allies of having common equipment against 
the losses to the United States which can occur from the offset and 
coproduction arrangements. 

I don't believe that was — I know that was not done in the late 
1970's, early 1980'3, when Blow Torch Bob Komer was pushing ra- 
tionfilization, standardization, and interoperability. Today it seems 
to me that there is less consideration given to that in looking at 
offsets and coproduction than there perhaps should be. 

I also would like to go along with Dr. Korb strongly in his indi- 
cating that he thinks there should be flexibility in the consider- 
ations. Too often, it seems to me, we try to force everything into 
one pattern, and different technologies and different proiduction ca- 

S abilities and different materials and different countries require 
exible approaches that let us shape the particular case to meet its 
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own ends in a manner which is most responsive to the needs of the 
two countries, two or more countries. 

I have to say I was— I always wondered why it was that we did 
not have some sort of reciprocal offset agreement similar to what 
Congressman Kasich referred earlier in his remarks. I would cer- 
tainly give some thought to that, I find personally in my negotia- 
tions with our allies that we are very poor negotiators. 

Senator Dixon. That is interesting because I have always 
thought the same, although certainly intellectually we have the ca- 
pability. 

Mr. Guthrie. We always put all our cards face up on the table 
and play against somebody who has got his face down, playing no- 
card stud or something. 

Senator Dixon. Hard way to win at poker. [Laughter.] 

Mr, GirraRiE. I spent a considerable time while I was Command- 
er, U.S. Army, Japan negotiating with our Japanese allies. I had 
very close relations with them at that time, which have been SU8> 
tained over the years, and I have found that they are very tou^ 
n^otiators, but also that you can negotiate with the Japanese. If 
you do so on a straightforward and tough basis, you can reach 
meaningful agreements that are to the mutual benefit of both 
countries. 

Senator Dixon. Well, I think that that is a fair observation and 
an important one. 

I had better go along to Dr. Costello. 

Mr. Guthrie. I would like to make two other quick points that if 
I don't get them in now I may not. 

Senator DixoN. Please, please. But I see some other Senators 
here, and I want to yield to them. 

Go ahead, General. 

Mr. Guthrie. First, you have rsiised the subject of CEO's, and so 
on, from industry coming in. I think that one of the things that is 
of most concern to me is the industry attitude in many of these 
areas. We negotiated with the Japanese a voluntary cap on the 
number of automobiles that they sent to this country. 

Did we take advantage of that and reduce the price of our auto- 
mobiles and enter into a direct competition with our Japanese com- 
petitors? 

No, we didn't. We raised prices at a higher rate every year than 
the Japanese did, and people wonder why the American people 
bought Japanese cars that were reliable and didn't buy more ex- 
pensive American cars that were not. 

Senator Dixon. Touch6. 

TAX BENEFITS 

Mr, Guthrie. Second, it seems to me — and I have challenged 
most of my senior people in industry with this one — when the 
Reagan administration came in, one of the things they wanted 
were tax benefits that would encourage industry to invest in ma- 
chinery and equipment that would improve the productivity of the 
American production base, and I submit to you that the benefits 
which industry got went almost toUilly and with very few excep- 
tions straight to the bottom tine and none of that return which in- 
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dustry got went into machinery, and so on, to improve productivity. 
If we ever enact something like that again it better have some con- 
straints that will ensure that those who do not use it for the pur- 
pose it was intended are found, and suitable action is taken. 

Senator Dixon. Well, you see, you make some powerful points 
that one has to understand when one looks at this problem. 

When I was drafting those defense industrial base bills, every 
time they would bring me one it was Edways a bill that looked too 
protectionist to me and I would reject it and send them back to try 
again. You are absolutely correct, this is a very delicate field in 
which to work. We all see the problem, and the solution is very dif- 
ficult to find in the way that is in the best interest of our great 
Nation. I agree with you. 

Dr. Costello, you and I have had a lot of conversations on this in 
private, and you know my high regard for not only you but the 
ofUce in which you served. I think the Undersecretary of Defense 
for Acquisition in time can be one of the most meaningful posts in 
the Government, cmd I still hope that the good work you did will 
lead the way. 

Mr. Costello. I was king in that job. [Laughter.] 

Senator Ddcon. As you say, you were. At least, the job was de- 
signed to make you kir^. I say that for you, by God. 

Mr. Costello. I called it a benevolent dictatorship, which is just 
the same. 

If I were king, though, I would put together a series of coherent 
policies so we in the United States could manage the U.S. industri- 
el resources to enhance our leadership. 

Senator Dixon. Could I interrupt you at that point? 

ONE CENTRAL POLICY 

I agree with that. I don't mean this in a partisan way, but no 
administration yet has done that. But in fairness, you guys are crit- 
ical of the Congress — and I think at times you are r^ht when you 
are — because John Heinz and Alan Dixon do one and maybe Kit 
Bond and Alan Dixon do one or however it works out — but if we 
had one centred policy, oh, yes, that would be the best. Dr. Costello. 

Mr. Costello. And that is what I am spending my time at the 
Hudson Institute trying to put together with a broad spectrum of 
support from industry, academia, and Government. 

It is a key issue. I will go back to what the General had to say. 
We need to take a look at the offset policies. We have offset poli- 
cies. There is one for everybody in the country, and the people that 
ftre our adversaries are using that divisiveness to defeat us one at a 
time. They ceumot defeat us if we get tf^ether and have a coherent 
policy. 

We also have to have some consistency. There is a major role for 
the Government to play. If you look at the industrial base, that 
mf^or role is played by the Department of Defense because they 
spend so much money. They have to look at the other issues in- 
volved with the industrial base as they meike any of the decisions. 

Now, the General mentioned VRA's euid the automobile industry, 
and it was a disaster. I am goii^ to mention VRA's, and not he- 
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cause Senator Heinz is here, but in the steel industry. It was a 
rousing success up to a point, but a rousing success. 

Senator DixoN. I would agree. 

Mr. CoSTBLLO. And in that situation what was the difference? 
The difference was the customer. In the automobile industry it was 
227 million customers. They had no voice. And, yes, there was 
abuse and further erosion of the leadership in the automobile in- 
dustry, and that is a crime. 

In the steel industry they had a customer. They had one guy who 
bought 17 percent of the total U.S. steel output. Guess who that 
guy was. It was me. 

And I went to the steel industry, and I said, let's work with 
VRA's. I will have a better VRA. I will continue to buy over 98 per- 
cent of our steel from the U. S. steel industry, but you will play my 
game and we will play it together. I am going to set a set of stand- 
ards that will make you world class; you will commit to meeting 
those standards; you will work aggressively over the next 5-year 
period of time to achieve world class capability in price, in quality, 
and the introduction of new technology. 

And from the years of 1983 through 1987— or 1986, until I left, 
the steel industry made heroic improvements, and I think. Senator 
Heinz, you can say, yes, because we saw the results. 

When I got to Washington, one of the CEO's came to see me and 
said. Bob, you know, when you were in Detroit we hated you, but 
you put us on the road to correct the ills and to world class leader- 
ship. 

fiidustry has a major role to play with Government as we put 
these policies together to enhance our leadership. Government 
cannot do it by dictate done. Industry in many cases is inhibited 
by government from doing it on their own. Together, we would be 
invincible. 

Let me give you just an insight to one of the issues. I was on an 
airpleme flying from Detroit back to God's country — that is Indian- 
apolis — and I was with a man from the Cross Mfichine Tool Co. 
They had worked for 1 V^ years to put together a packfige to sell the 
Russians a machine tool facility, a transfer line to make pistons for 
their automotive products. Cross beat out the Japanese. They beat 
out the Germans. They beat out the Italians. It is fantastic. They 
really did all the work. They got the licenses done, and they have a 
contract. 

The Russians came back to them and said, you build that plant, 
we pay you money. Now, you build us this plant over here. 

Notice I put it close to the General. It happens to be closer to a 
Russian military base, and in the wisdom of the administrators in 
the executive branch of the Government, the administrators said, 
oh, that could be used for defense purposes, you can't have a li- 
cense for that, I said, but what about— they said, no, it is 30 miles 
within a defense facility. And we handed that contract to the Ger- 
mans. 

That is not industrial competitiveness. We don't know what we 
are doii^. We are inconsistent. Our enemies use it against us. Our 
friends are bewildered by our stupidity. We need some consistency 
on a long-term basis. We have one of the greatest thin^ in the 
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world — the lai^est single marketplace in the world, and we sell 
it — give it to the lowest bidder in most situations. 

It is counterproductive, gentlemen. We need consistency. We 
need the policies. I happen to concur that the Defense Production 
Act serves as a model for what we should be doing, and the De- 
fense Department must look at its role in this comprehensive con- 
cept of dual use commercial and military production base and tech- 
nology to enhance their ability to do more for less in the future. 

Senator Dixon. Thank you, Dr. Costello. Very interesting re- 
marks. I appreciate it. 

My friend, the Senator from Pennsylvania, Senator Heinz. 

Senator Heinz. Thfmk you, Mr. Chairman. 

I wanted to say to Kit Bond, who probably thinks I came in after 
he did that I was actually here and went clown to make a quorum 
and came back. 

Senator Dixon. Yes, he had been here. [Laughter.] 

Senator Bond. Yes, I am sure, and I am from the Federal Gov- 
ernment, and I am here to help you, too. [Laughter.] 

Senator Heinz. That is the last time I am nice to him. 

Senator Bond. Also, the first time, and it is a little too late to 
start. [Laughter.] 

Mr. Chairman, if there is any question, I yield to my senior col- 
league from Pennsylvania. 

Senator Dixon. Senator Heinz. 

Senator Heinz. Senator Bond, you have set a tough task for an 
old man this morning, being so grsicious and ail. But anyway, we 
are up to it. 

I want to start with a couple of comments. One is that it occurs 
to me that 10 or 15 years ago, when we were talking about dual 
use technology, we had a much smaller constellation of technol- 
ogies that we had to worry about. 

Today, because of the advances in technology, the dependence on 
semiconductors and a variety of emerging technolt^es, my impres- 
sion is that what we currently call dual use technologies are so 
broad, that it is very difficult in the high tech area to identify any- 
thing that is not or could not be quite important to the defense in- 
dustrial bfise — even if it is designed initially for civilian applica- 
tion. 

Is that generally true today, Bob Costello? 

Mr. CoffTKLLO. I think. Senator, that is a two-way street. I think 
it is also true that there is nothing in the defense area that the 
commercial segment can't also support. So it is a common groimd. 

Senator Heinz. Yes, that is my point. 

Mr. Costello. It used to be that there was some singular issue 
over here that nobody had any interest to. They could develop that 
in their own cocoon and do their job. Today technoloCT on the 
broad industrial base is rapidly outpacii^ what we are allowing to 
happen in the defense base. 

Senator Heinz. And that is reedly the point I am asking you all 
about. There is such a criss-cross here that you can no longer sepa- 
rate the two and they are critical. 

Would you agree, Mr. Guthrie? 

Mr. Guthrie. I would indeed, sir. 

Senator Heinz. And Mr. Korb? 
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Mr. KORB. Yes. 

Senator Heinz. And that represents a major chaise from the 
way things were 10 or 15 years ago. Ten years ago, which was just 
a year before the beginning of the Reagan administration, people 
didn't have the appreciation — with all due respect to Jimmy 
Csirter, neither he nor any of us had the appreciation of the extent 
to which the world was going to change. 

So that is really my first point and question. 

Mr. CosTELLO. Senator, to show how far that has gone, we used to 
agonize over trying to find some spinoff from the defense work into 
the commercial segment so we could be happy about it. I sense 
today that if there is anything that has commercial potential, then 
we say, oh, industry should do it all on their own. I think that is 
counterproductive, and extremely difficult to deal with today. 

Senator Heinz. Now, where that leads, of course, is to the recog- 
nition that when one talks about the necessity of preserving a de- 
fense industrial base you really are talking almost part and parcel 
of preserving an industrial base. 

My eyes aren't what they used to be, Bob. 

Mr. CosTELLO. Right. 

Senator Heinz. When you were at DOD, 1 could have read that. 

INDUSTRIAL COMPETTTIVENESS/lNDUSTHIAL POLICY 

Mr, CosTELLO. Well, I had to modify the title. I said — when I first 
started it, I said bolstering industrial competitiveness, and I got 
some helpfiil editorial comments from the White House that said 
that is industrial policy, you can't write that report. 1 said, oh, I 
will change the title. Bolstering defense industrial competitiveness. 
I only changed it back to accede to the command from the top. 
There is only one industrial base. 

Senator Heinz. And that really — you anticipated my next com- 
ment, which is why I am not going to yield to you again. [Laugher.] 

(Laughter.) 

Any more than Senator Bond is ever going to be nice to me 
again. 

Senator Dixon. I made him king, and it went to his head. 
[Laughter.] 

Senator Heinz. If you are going to talk about the defense indus- 
trial base/industrial bfise and you ctae about it, you are going to be 
talking about industrial policy, which is the "IP" word, and every- 
body feels like they have been hit with an electric cattle prod. 

I have an objection to industrial policy. My objection is that we 
have one, it is pervasive t^iday. We have a Tax Code that reflects 
industrial policy. We have grants that people at DOD and Com- 
merce and elsewhere make that is industrial policy. NIK makes 
grants that are industrial policy. The health industry, the health 
equipment industry is a major industry, and we subsidize and fi- 
nance tremendous amounts of research there. 

My objection to industrial policy is we have a bad one. That is 
what I object to, and other countries have — don't get edgy. Bob — 
other countries have increasingly better industrial policies. I think 
we have been misled by the fact that the European Conmiunity 
had an industrial policy that was a stupid one for 20 or 25 years. 
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They just litersdly threw money at a problem. They put money into 
keeping people employed in ail their old line industries. They did 
with money what we did with the auto industry in 1981, which is 
that we nev^r asked the auto industry to do anything. In fact, 
worse, we pretended we didn't have an industrial policy for the 
auto industry. Bill Brock went over, whispered to the Japanese, we 
aren't asking you for auto quotas but we won't complain if you put 
them in and, as a result, there was no opportunity for a quid pro 
quo. 

The steel VKA program, on the contrary, included a lot of things 
that were asked of the steel industry. They were kept on a tight 
leash. The program could have been canceled at any moment be- 
cause it was our program, not the Japanese, and we basically said, 
in the law; you are going to have to invest your entire capital cash 
flow in becomii^ more competitive. Otherwise, you don t peirtici- 
pate. 

And that was, I think, a smart industrial policy move. But I 
know that there are many people on both sides of the aisle, prob- 
ably a few more Republicans than Democrats, that any time you 
mention the word "industrial policy" begin to have heart palpita- 
tions. 

Now, I think the most current example of this is what came to 
light most recently, and I am referring to what appears to be a sys- 
tematic effort perhaps by your successors, Mr. Guthrie and Mr. 
Costello, to destroy Emything in the Government that is beii^ done 
on behalf of critical technologies. What I am referring to is that 
there was a memorandum circulating at DOD, at least until yester- 
day when we caught them, that was aimed at shutting down new 
DAEPA fundit^ for research into high definition systems and dis- 
plays, Emd apparently they were also investigating how to cancel 
awards that have already been made. 

And that appears to be the latest manifestation of an effort to 
root out anything in the Government — the Commerce Department 
got hit first several months ago — that had to do with HDTV. I 
don't know whether it is 0MB or Dick Cheney or the Council of 
Economic Advisers or a concerted plot, or what it is, but my ques- 
tion to you is what do you make of that effort? Is there any justifi- 
cation for it that you can comprehend and, if not, do you have any 
advice? 

Let me start with Mr. Korb. 

Mr. KoRB. My understanding of that is — that it wasn't DARPA. 
In fact, I think DARPA was very enthusiastic about going Eihead 
with it, but that the pressure came from people in the White House 
who thought it smacked too much of the b^innings of an industri- 
al policy. So it goes right to the heart of your question, It is sort of 
this knee-jerk reaction on the part of Republicans. I happen to be a 
Republican. But it is sort of that anything that smacks of an indus- 
trial policy involves corrupting the marketplace permanently. 

So I wouldn't blame the entire Defense Department. I think you 
have to go right to the top of the administration, and I because 
that the^ have to be aware of your point; that is, we have an indus- 
trial poliCT de facto. What we need is a coordinated or a coherent 
type of policy that maximizes the dollars that we use. 

Senator Heinz. Any comments, Mr. Guthrie? 
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Mr. Guthrie. I just have two comments, Senator. 

First, I am a history major basically, and I go back and look at 
what we did well in prior times and why did we do them well, and 
I would submit that one of the reasons our production base worked 
so well in World War II was that at that time the senior lefider in 
most of our large industries were production people. In recent 
years production people have not gotten very far. The ladder — the 
top rung has fallen off the ladder or something, and we have rela- 
tively few. 

When I came back to AMC in 1977, one of my tasks was to divide 
the subordinate commands into R&D commands and readiness 
commands, and I found that in one of— the Missile R&D Command 
they had totally eliminated all production engineers. How you 
design items to be produced without production engineers being in- 
volved from the very outset is beyond my comprehension. It is 
something that we have allowed to grow in this country. It is too 
pervasive to ignore, and I think we need a greater involvement of 
production people from the very outset of our research and devel- 
opment right straight through to the senior lecidership positions. 

MANUFACTURING TECHNOLOGY 

A second comment I would like to make, if I could, is that I have 
been a strong supporter of the so-called man tech, manufacturing 
technology, efforts being funded by the military services over a 
number of years. When I retired in 1981, I had just gotten the 
Army portion increased— I believe to the highest level it had ever 
reached. While I was still working for the Association of U.S. 
Army, the senior people in the Department of Army decided that 
that was not a good idea and wanted to zero it, and basically they 
did pretty much zero that program. I lesimed about it too late to 
have any influence, but I can assure you that I made a stroi^ 
effort to try and resurrect it. 

I think back because in the late 1960's, early 1970'8 we took the 
leadership in going to computer-aided design, engineering, and, ul- 
timately, manufacturing. Look where that has gone today. At that 
time we were very strongly opposed by a great portion of the com- 
munity, but we were able to push it along and keep it going, and it 
has really paid great dividends to this country and abroad. 

Senator Heinz. Dr. Costello. 

Mr. Costello. I have the insider view, and I will take exception 
to Dr. Korb's comments because when we were proposing to strong* 
ly support the Semtech concept there were not very many people 
other than DARPA that had a voice at the top levels in the De- 
fense Department to support the idea. 

The same was true of increasing the Mantech funds which we 
were able to do in 1989, I think, by $100 million, to get everybody 
back into shape because everyone elsie said, no, that is — withm the 
Department— that is an industrial subsidy. 

When we fought to maintain the independent research and de- 
velopment funds, the same thing was true. 

So there is a m^or concern in the Defense Department I will, 
with a smile, look at the General again and say, yes the bean 
counters can do away with these programs but I think also philo- 
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sophically they are driven by their concern over industrial policy. 
But DOD policy makers are industrialists to the core because they 
represent such a lai^e s^ment of the industrial production and 
might in the United States. 

Senator Heinz. I just have one comment. What this proves to me 
is that we may have forgotten what our national symbol is. It is 
the eagle, which is an alert bird, an opportunistic bird in many re- 
spects. It is a predator, and we seem to have adopted a bird of a 
different feather for our national symbol currently; namely, the os- 
trich, which sticks its head in the sand and refuses to face the 
danger it is in. 

I don't know what the danger is, exactly where it is coming from. 
I have a pretty good idea. I know what it consists of. It consists of 
our losing our technical eind industrial advantages and our high 
value-added industries, and I know what the consequences of that 
are going to be. 

But unless we, collectively, both here in Congress and the execu- 
tive branch, gets our heads out of the sand, it will be too late to 
invoke the Endangered Species Act to save the Americem eagle. 

ThaJik you, Mr. Chairman. 

Senator Dixon. Thank you. Senator Heinz. 

Senator Bond. 

OPENING STATEMENT OF SENATOR BOND 

Senator Bond. Thank you very much, Mr. Chairman. I apologize 
for coming late. I was required attendance at the prayer meetii^, 
and I was [Laughter.] 

This is a very important subject that you are addressing today, 
and I don't want to take away from it, but when our lesider said it 
was important that some of us who were down the line show up, I 
did want to. 

And I want to commend you, Mr. Chairman, on the series of 
hearings on something that is extremely important. We have some 
very distinguished witnesses before us today, I have heard some of 
their testimony and will look forwsird to reeidii^ the rest of it be- 
cause these gentlemen obviously come with a great deal of knowl- 
edge and expertise. 

I share the concern that has been expressed here on both sides of 
the table regarding the health of our defense industrial base. I 
think it is critical to our economic and military security that we 
maintain a healthy defense industry, a healthy aerospace industry, 
and a healthy electronics industry. 

However, as we look at how we are going to go about it and pro- 
posals for ensuring a healthy defense industry, such as the ques- 
tion that is before us today, I would urge my colleagues to give 
some close consideration to the big picture to make sure we are 
going down the right direction, and, Senator Heinz, I will send you 
a copy of my remarks, since you are not going to be able to stay for 
them. 

Senator Heinz. That won't be necessary. 

Senator Bond. You will go outside and listen, OK? [Laughter.] 

I trust you will because I do hope that all of us will give consid- 
eration to what I believe is a much bigger picture and look for a 
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sound long-tenn solution rather than a Band-aid or, worse, a solu- 
tion that may only exacerbate the existing problem. 

I believe that there is another side to this question which may 
perhaps lead to a different answer, and I would certainly agree 
with l^e witnesses, who have pointed out the tragic mistakes made 
by captains of industry and how we in this counti? have not seen a 
series of consistently right judgments made by our industrial lead- 
ers. 

The only thing that worries me more than those bad mistakes 
made by the b^ and the brightest in industry is to take those 
same folks who put their pants on one 1^ at a time, come from the 
same educational background, have the same knowledge Eind the 
same experience, and give them the power in government to make 
wrong decisions on a much broader scale. 

Now, I have found it interesting as we look at the studies by the 
Center for Strategic and International Studies that the number of 
firms in the U.S. manufacturing in the 215 sectors from which de- 
fense purchases are made has grown steadily from nearly 120,000 
in 1982 to approximately 150,000 in 1987, At the same time, howev- 
er, the number of firms providing products to the DOD has de- 
clined from over 118,000 to about. 38,000 in 1987. This occurred 
during a time of steady growth in defense business opportunities, 
eis procurement rose from 17.1 billion in 1972 to 80.7 billion in 
1987. 

This shows to me, at least, that the problem is not our industrial 
base, but rather that our industrial base does not wish to sell to 
the Pentagon. Why? 

Perhaps because it is not worth the hassle. Perhaps the reeison 
our defense industrial base is shrinking is because companies no 
longer find it profitable to sell to the Pentagon. They look at the 
mountains of rules, regulations, and specifications they must deal 
with in order to sell to the Government, and they decide it simply 
is not worth the hassle. 

Compounding the problems are Government policies, such as 
overly restrictive export controls, foreign policy controls, congres- 
sional interference with overseas transactions, a lack of export fi- 
nancing, which puts U.S. defense companies at a disadvantage in 
the world marketplace in comparison to their oversees competitors. 

Do we need to overcome these problems of bureaucratic hassle 
and impediments by adding another layer of bureaucratic handles, 
hassles, and hurdles? 

I don't think necessarily that is the right way to go. We had a 
fascinating speech etirlier this week by L^h WeJesa, and if he left 
us one message, it was that however sloppy and inefficient our 
system is, it is a whole lot better than the state control that he 
came out of. He left us a timeless message, not just for Poland but 
one that we oi^ht to think about here. 

My good friend from Pennsylvania said that our national bird is 
the eagle — ought to be the eagle, proud and independent, not a cor- 
morant with a governmental ring around its neck. 

I think that is the difference, Mr. Chairman, and I think as we 
discuss these problems I hope we can look at the totality of this 
and not try to impose a layer of bureaucracy and more redtape to 
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solve a problem which in part, I believe, comes about from exces- 
sive burdens, hassles, and redtape. 

With that, I would, since I nave made — I will make my views 
known in a harsh letter to follow, but I think it is only fair that 
our witnesses have an opportunity to critique my views and de- 
scribe to me the errors in my ways. 

Mr. Korb, would you like to start off? 

Mr. Korb. Well, I think we are mixing up a couple of subjects 
here. Nobody would disagree with your point that the defense pro- 
curement system needs to be overhauled. I have testified at heai> 
ings where people have brought in the number of regiilations, and 
they are higher than this table, I think that that certainly hais 
something to do with the figures you cite. However, I was part of 
CSIS group that did that particular study to which you referred. 
One has to be very careful with those figures in terms of what they 
mean and how you count things, over time. 

What we are talkii^ about here today is a national strategy that 
enables us in peacetime to meet our defense needs and simulta- 
neously enables us to prepare for emei^encies. 

When I first got involved in the defense business, we had just 
gone throu^ a mobilization exercise called Nifty Nugget. Before 
that exercise DOD had gone along basically fat, dumb, and hapi^, 
not worrying about our industrial base. But when we conducted 
this mobilization exercise, and people said, oh, my god, what is 
going on. 

One incident stands out in my mind. DOD wanted to get some 
explosives from Du Pont. DOD called up and requested them. Du 
Pont said, well, we are out of that business; we got out of that area 
quite a while ago. Nobody knew that. 

So we hadn't paid attention to it. So what we are talking about 
here is what we can do 

Senator Bond. Had you told the industry what you were going to 
want? Had you laid out for industry what you needed? 

Mr. Korb. No. Nobody had done emytbing. Nobody had done any- 
thing. This was m 1978. 

Senator Bond. AU right. Well, that may be 

Mr. Korb. Well, sure. I am not blaming amybody. 

Senator Bond. Yes. 

Mr. Korb. But what I am saying is this was in 1978, when they 
did this exercise, nifty nugget and discovered that, that when we 
called up troops we were sending them to war with Addidas tennis 
shoes because nobody in DOD had worried about surge capability 
even for military boots. 

What we need to do now is step back and start thinking about 
what we can do. I look at this act and Senator Dixon's amendments 
to it, nobody is eidding more layers of bureaucracy or anything. In 
fact, his amendments to title III give the people within the execu- 
tive branch more flexibility to do what they need to do, another 
critical issue, is what happens if we lose certain technologies that 
we are concerned about, for examples — something like stealth or 
low observ£ibles or — composites — If in fact we don't act smart in 
that area it will hurt national security. 

Senator Heinz I think made a very profound point, when he said 
we have an insurance policy because we do things in various wa^ 
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for exEunple through the Tax Code. In fact what we need is some 
coherence. That is the point of my remarks. I am not for adding 
more rules and regulations. We need to add some more coherence. 

Senator Dixon in his amendments last yefir asked the Pentf^on 
to tell him what we need to protect, you would think that people in 
DOD would know that. But sometimes, people don't pay attention 
to those things because they are so immersed in the day-to-day op- 
erations they ignore the long-term. 

1 eilso made a point in my remarks that the Defense Production 
Act is 40 years old now. It is a product of the cold war. We are 
moving into a new era. We really need to begin to think about 
what it is we need in the 2l8t century. Because of what has been 
happening in the world the dem^mds on the industrial base, the 
type of armed force we are going to have are going to be much dif- 
ferent, therefore we need to ensure through the legislation that 
exists that we enable the executive amd the legislative branches to 
do what they need to do to enable us to meet both our peacetime 
and wartime needs. That is what we are talking about. 

God knows, we don't need any more rules and regulations or 
czars. But I do think we need some coherence because what hap- 
pens now is government officials do contradictory things. Industry 
goes to Defense, they get one answer. They go to Commerce, they 
get another answer. They oi^ht to have a coordinated answer so 
that they can base their own policies on it. 

Senator Bond. Well, 1 appreciate your answer. It sounds to me 
what you have described is a fatally flawed defense procurement 
policy where we haven't decided what we need to buy, planned 
ahead, told people what we are going to buy, and asked for the 
competitors in the marketplace to be prepared to compete for what 
we need, and what you have described Ls an awful situation which 
suggests that we have — we need a good purchasing ^ent in the De- 
fense Department. 

Mr. KoRB. Well, you have got to remember until the Congress set 
up Dr. Costello's office, the Undersecretary of Acquisition, we had 
no one in the Pentagon in charge of that, and again I think it im- 
portant 

Senator Bond. And I would observe that that is a very recent 
amendment to the Department of Defense reoi^anization bill that 
this Senator offered only about, what, three years tigo? 

Mr. KoRB. Yes, the 1986 Defense Act. 

But you must remember a couple of other things. Having been, 
as we say, in the building, having a rational defense procurement 
policy is easier said them done. You don't have any long-term com- 
mitments. As I mentioned in my prepared testimony, for various 
reasons, the Defense Department got $600 billion less in the budget 
process between 1986 and 1990 than they had assumed they were 
going to get. Right now the people in the Defense Department don't 
know whether if sequestration applies and for how long. They don't 
even know what the base for sequestration is. Because until you 
paaa a 1990 bill it applies to the 1989 bill, and then of course you 
get the 1990 bill, sequestration goes to that, but sequestration 
might be lifted. 

So I mean it is not as easy as you might think, and I think what 
we are talking 
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Senator Bond. Nobody said it v/as easy, and I think we fully rec- 
(^^nize where some of those faults lie, and it is not with the Defense 
Department and it is not with our defense industrifd base. It is our 
inability to come up with a budget, iuid that problem is not going 
to be changed by legislation. It would be improved a hell of a lot if 
we could get our act together. 

Mr. KoKB. Certainly, but I think what we are talking about here 
is to take an act which already exists, the Defense Production Act, 
and modify it in such a way that it enables us to deal with the new 
world into which we are entering. I think that is really what we 
are talking about, and I don't see anything in the amendments to 
this act that make it more onerous than it used to be. In fact, if 
anything, I think it increases the flexibility of the Government to 
do what needs to be done. 

Senator DixoN. Is my colleague satisfied? We do need to move on 
to the last panel shortly. 

Did General Guthrie or Dr. Costello have any response before we 
go to the next panel? 

GOVERNMENT CONSTRAINTS 

Mr. Costello. I might reemphasize what Larry had already men- 
tioned. We are not saying we want more control. My god, we have 
more control them we can deal with. 

What we are offering here is some unique ways to allow industry 
to do a better job by taking away some of the constraints that gov- 
ernment has put on top of them. 

I don't know whether you were here. Senator, when I described 
the sale by Cross to the Russians of the transfer line. They had ap- 
proval. They had worked on it 18 months to get approval, and then 
there was another bid available to them. They were not eillowed to 
bid there because some bureaucrat, some regulator interpreted the 
rule differently. 

We have to have some consistency, and we have to have some 
coherence in what we are doing. We have got a thousand policies. 
We need some coherent direction, and then our industry will be 
able to better compete because they will be unleashed from some of 
the constraints that they perceive they are under today, and some 
of the administrators, the regulators who will be unletished from 
the fear of risk and retribution — going to jail, which is one of 
them — that they feel that they are under today, and it is an envi- 
ronment we have put together, all of us working together, of no 
risk, and we have got to get back to the place where that eagle is 
willing to take a risk, and we need that. 

Senator Dixon. Well, I vfant to tell you all that this has been a 
very interesting conversation and exchange in the question and 
answer period. 

We are delighted to have our distinguished Chairman here. 
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I thank you fill for coming. 

Mr. CosTELLo. You will get the comments from the heartland of 
the United States, Indiana. 
Senator Dixon. God bless you, Dr. Costello. 

The Chairman. Mr. Chairman, I wonder 

Senator Dkon. Senator Riegle. 

OPENING STATEMENT OF CHAIRMAN RIEGLE 

The Chairman. Just before this panel leaves, I w£mt to say how 
much I appreciate the extraordinary leadership you have given. 
Chairman Dixon, to focus these issues, to take us ahead and to lay 
the foundation from which we will develop our own recommenda- 
tions and ideas as to what ought to be done. 

I want to just raise one thing with this panel, if I may. I am very 
disturbed about these articles that have run in the New York 
Times yesterday and today. I don't know how much attention in 
terms of specific reference they have gotten earlier in the morning, 
but today's story entitled "Need For Reevaluation Is Seen On Cut- 
ting H^h Tech Aid" I think is a very dramatic story about the 
United States stepping back in a critical area of research and de- 
velopment when we oi^ht to be stepping forward. 

We see the rest of the world moving at great speed. We cite 
Japan of course, but there are many other examples, such as 
Europe 1992, coming along. Then look at the story yesterday — "Big 
Cuts Are Seen In U.S. Financing Of Research Work, Critics Fear 
Damage In Fields Vital To Competitiveness, Includhig Advanced 
Television." Just read this one paragraph in today's story, where it 
concludes by saying, "This week's heated controversy over high 
technology has led to charges that the administration is sacrificing 
international competitiveness for budgetary reasons and that Japa- 
nese lobbying efforts in Washington have effectively altered admin- 
istration policies" — this just sounds to me like the FSX revisited, in 
which fight Chairman Dixon was such an important leader. 

But "Commerce Department officieils," it goes on, "said yester- 
day, for instance, that the Japanese have made a concerted effort 
to influence the United States to cut off funding for high definition 
television research. The Japanese already have a lead in setting an 
international standard in that technology, which provides much 
sharper television images." 

So we are not only being impacted by our own lack of vision and 
lack of commitment to the future, but we have got international 
competitors that are coming in here and also trying to cut the legs 
out from under us, and I think this is dangerous stuff. I think if 
the United States wants to play the kind of role for the next 40 
years that we have played since World War U we can't let oui^ 
selves slide out of the ballgame in terms of these advanced technol- 
ogy areas. I mean, this is our future. 

You know, we talk about investing in human capital. We have to 
do that. But if we are not going to invest in research and develop- 
ment and be out there on the front edge with the other leading 
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competitive nations in the world, we axe not going to have much of 
a future. I mean, that is just the cold, hard fact of the matter. 

Do you fellows agree with these articles here? I mean, do you 
have the same sense of alarm that I get from this? 

Mr. C08TELLO. If I may. Senator, I am quoted in the article yes- 
terday, where I think I state I don't understand these people, I 
don't think they realize the impact on the industrial base that they 
are dealing with. I do not. I can't even conceive that approach. 

The Chairman. So you are just as alarmed about this as I am? 

Mr. CosTELLO. Very much so. 

The Chairman. Ajid I take it your colleagues are as well. Mr. 
Guthrie. 

Mr. Guthrie. Could I add just one comment? 

I have not personally seen either one of the two articles. Senator. 

The Chairman. Well, I will send them down to you. 

Mr. Guthrie. However, I would certainly associate myself with 
Dr. Costello and Dr. Korb, but add one thing, eind that is — aad 1 
think it applies to the entire production base — that if American in- 
dustry when it gets the technology is not capable of integrating 
it 

The Chairman. Exactly. 

Mr. Guthrie [continuing]. And producii^ it and capitalizing on it 
from a commercial standpoint, we are not going to get there from 
here. 

The Chairman. Right. 

Mr. Korb, I take it that you also shau^ this view? 

Mr. Korb. I have seen the articles, but this has come up before 
with — Senator Heinz has already mentioned the HDTV type of 
thing. 

The Chairman. Yes. 

General Guthrie, I just want to ask one other question. You are 
afi in as good a position to assess this as anybody — in terms of our 
militaiy edge smd superiority in the future, doesn't that depend on 
precisek serious commitment to these things now? 

Mr. Guthrie. Oh, absolutely. I think a good example is the very 
high speed integrated circuit effort that was started back in the 
days when Bill Perry was in the Department of Defense. I think it 
has contributed directly, and I think both of these are very impor- 
tant. I am on a committee at the Nationfil Research Council now 
on assessment of defense space technology, and I would rank both 
of these things that we have been talking — two technologies we 
have been talking about as very high priority requirements if we 
are going to regiun the space leadership we once had and abdicat- 
ed. 

I think our imbalance with the Soviet Union in the area of space, 
manned space operations, and perhaps the military use of space is 
one of the most serious deficiencies and greatest imbalances that 
we currently face today. 

The Chairman. Well, I am just going to conclude with this. I 
think what you have just said makes the point that our strategic 
military capability in the future and our strategic economic capa- 
bility in the future are both at risk from mistaken decisions and 
shifts in priority and turning away from things that we need to do, 
such eis is described here. 



d by Google 



72 

Mr. Guthrie. I would s^ree, sir. If I could add two words? 

The Chairman. Yes. 

Mr. Guthrie. Strategic and tactical military capability. 

The Chairman. Well, I accept that. I am going to draft a letter 
as the chairman of this committee, I am going to write on my own 
behalf and I hope to perhaps write it in conjunction with Senator 
Dixon because he is such a forceful leader in this area. I think we 
need to send a letter to the President, to the administration, and 
ask them to reconsider this kind of mistaken change in emphasis. 

We can't walk away from the challenge of the future. We have 
got to step up to it, and we need to say that, and I don't say that in 
a confrontational tone. We want to work with the administration, 
hut we can't have the nation veering off course here when the rest 
of the world is moving out front and we are just sitting up in the 
stands and watching it happen. We have got to~I think we have 
got to make an appeal for reconsideration here before we find that 
we fall further behind the international competition. 

So I would like to undertake to draft such a letter, Senator 
Dixon, with you, and some of our colleagues perhaps could join UB, 
and let them know our feeling about it. 

Senator Dixon. Very good. 

We thank the distinguished chaiirman of the committee, the Sen- 
ator from Michigan, for coming here and making those remarks, 
and I want to thank you. Dr. Korb, you. General Guthrie, and you. 
Dr. Costello. It is great to see you all again. You have made a very 
substantial contribution, and we appreciate it. 

Now, we will hear from panel 3 — Mr. Albert W. Moore, presi- 
dent, National Machine Tool Builders Association; Mr. Jefferson 
Amacker, president and chief executive officer. Leach Corp., repre- 
senting the American Electronics Association; Mr. Paul J. Gross, 
chairman. Proprietary Industries Association, from Glendale, CA. 

We are delighted to have you all here. 

I apol(%ize to all three of you gentlemen if we were a little 
lengthy on the previous panel, though I think you will all agree 
that what these important witnesses have contributed is very valu- 
able in what we are trying to do. 

May I say to every one of you that if you would be kind enough 
to limit your remarks to the 7 minutes we have been allottii^, we 
will place your entire stateinent in the record. I think it has been 
demonstrated we really accomplish more genereJly in the Q&A. We 
will go first, if you don't mind, with you, Mr. Moore. 

Mr. Albert W. Moore, president. National Machine Tool Builders 
Association. 

Nice to see you again, Mr. Moore. 

STATEMENT OF ALBERT W. MOORE, PRESIDENT, NATIONAL MA- 
CHINE TOOL BUILDERS ASSOCIATION McLEAN, VA, ACCOMPA- 
NIED BY JIM MACK, PUBLIC AFFAIRS DIRECTOR; AND 
CHARLES P. DOWNER, INDUSTRIAL PREPAREDNESS REPRE- 
SENTATIVE 

Mr. Moore. Thauik you, Mr. Chairman, £uid good morning. 
A^^name is Al Moore and, as just identified, I am president of 

NMTBA, the Association for Manufacturing Technol<^, a trade 
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association whose membership includes over 300 machine tool 
building firms in over 400 locations, and with me today is Jim 
Mack, NMTBA public affairs director, and Charles P. Downer, 
NMTBA industrieil preparedness representative. 

Although the U.S. machine tool industry is relatively small in 
terms of dollar shipments, it remains the most critical element 
within the defense readiness system. Our industry builds the ma- 
chines that enable the United States to maintain its defense re- 
quirements in peacetime or to increase its arsenals in times of con- 
flict. 

A struggling machine tool industry is a threat to the stability of 
America's industrial base. It truly jeopardizes the national securi- 
ty. Unfortunately, our industry is struggling and, at present, is 
unable to assume its vital role of manufacturing the machines 
which underpin America's defense posture at home and abroad. 

That is wiw we are here today in support of your bill extendii^ 
the Defense Production Act and making it a more effective tool for 
reinforcing America's military preparedness. The alternative to its 
passage next year is continued reliance on fore^ suppliers to pro- 
vide components and equipment critical to our national security. 

"Hie Defense Production Act was created in 1950 to help meet de- 
fense requirements during the Korean conflict. Title III of the act 
provides incentives to ensure that U.S. industry is prepared to re- 
spond to any future demands necessitated by the Unit^ States de- 
fense requirements. 

However, funding of title III has been both anemic and erratic 
following the years since DPA's inception, and without adequate 
funding, the DPA's goal of restoring and strengthening America's 
military production capabilities will not be realized. 

S. 1379 seeks to reverse this trend with the establishment of the 
Defense Production Act Fund, a revolving fund similar to the fund 
used during the Korean conflict. As I have explained in my written 
statement, Senator Dixon has devised a method of capitalizing this 
fund without increasing the budget deficit through the sale of 
excess stockpile assets and surplus Government equipment. 

While we are sure that it is the intention of the DPA to include 
sales of excess assets of government-owned contractor-operated fa- 
cilities in the category of surplus equipment, the statutory lan- 
guage of the law is not clear and should be clarified to explicitly 
include GOCO's. 

The DPA revolving fund has the capacity to solve many of the 
critical deficiencies that exist within the industrial base, without 
permanently expending significant revenues. We commend Senator 
Dixon on his effort. 

The fund would not only help reduce foreign source dependency 
for many suppliers and components of defense sensitive systems, it 
would also improve the overall competitiveness of the U.S. indus- 
try. 

S. 1379 also amends title III, section 309 relating to offset ar- 
rangements and broadens the title III definitions to permit more 
industries to quaUfy for DPA projects. We applaud these changes. 

However, it is apparent that throughout a succession of adminis- 
trations, the 0MB has thwarted the intent of Congress by estab- 
lishing DPA selection criteria which are so narrow that it is virtu- 
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ally impossible for anyone to qualify for a project. This has result- 
ed in underutilization of the DP A. With the industrial base in an 
already weakened state, it is essential that the DPA be used to the 
fullest extent. Therefore, we urge that Congress establish objective 
criteria for the selection of QPA projects. These criteria would re- 
place the overly subjective criteria currently in use. 

The United States cannot depend upon machine tools it cannot 
build, and it cannot deploy machine tools that a foreign source 
cannot or will not provide. There is a very real danger that the 
products of critical industries, such as the machine tool industry, 
will become unavailable for our nation's defense. The meyority of 
U.S. machine tool companies are small and, by themselves, do not 
have the resources necessary to compete with their foreign countei> 
parts. It is therefore necessary to pool their resources if they can 
hope to develop and maintain the products critical to our Nation's 
defense. 

We support your amendment to title VII of the DPA, which 
broadens the antitrust protections already in place under the Eict. 
Passage of this Jimendment will play a necessary role in promoting 
the modernization of the U.S. defense subcontractor and supplier 
base and the development of the technology essential to meeting 
national security demands. 

Mr. Chairman, we appreciate the attention your committee is 
giving to the state of the industrial base of the country. Study after 
study shows that America's industrial base could not support a con- 
ventional military conflict of extended duration. This lack of readi- 
ness removes an important deterrent to aggression. Our "arsenal of 
democracy" has become an empty warehouse, and production facili- 
ties have moved from Rockford and Cincinnati and Detroit to 
Osaka and Hamburg and Seoul. 

The bm before you provides for a more secure America, and it 
does so without expending substfmtial new revenues. We urge you 
and the members of this committee to join us in supporting Sena- 
tor Dixon and the other cosponsors of S. 1379 in their efforts to re- 
store the United States' capacity to produce items critical to our 
nationEil security efficiently emd effectively in peacetime and in a 
national emergency. 

Thank you, Mr. Chairman. 

[The complete prepared statement of Albert W. Moore foUows:] 
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HHTBA supports S. 1379, 'Reauthorizing and Amending the 
Defense Production Act oE 1950,' introduced by Senator Alan Dizon and 
cosponsoied by Senators Heinz, Shelby, Mirth, and D'Amato. The 
legislation highlights and reinforces the United States' military 
preparedness concerns and the dangers of relying on foreign suppliers 
to provide critical components and equipment. 

S. 1379 extends the Defense Production Act for the next four 
fiscal years. It also amends the Act to establish the Defense 
Production Act Fund, strengthen the A ' 
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foieign-mads machine tools. Many oE ths manufactuiing ficns ttie 
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Hepoits of a recovetinq rosout acturing technology industry 
■(« svefstated and misleading. Ves the industry did eiper ence a 
mild upturn In 1988 partly >S a result of national-security based 

ceguiiement that the DoD buy U S -made macnine tools and partly as 
a result ot the economic expansion of the iSt six yesfS. The 
determination of the industry to survive through its own efforts 
also contributed to last year's modest increaae in orders. However, 
the industry ia still not Hhat it must be, and as the economy slows. 
many U.S. machine tool manufacturers are experiencing a decline in 
orders that is once aga n putting them and America's national 
security in a p ecaricua position. At present, the machine tool 
industry is unable to assume its vital role of manufacturing the 
machines which underpin America's defense posture at home and abroad. 

^lOa ACT Of liSO 



to respond to any future demands necessitated by the United States' 

Of the DPA s seven original titles, only three remain 
active today Title I authorises the President to prioritize 
contracts according to U.S. defense needs and to allocate resources 
in order to maximize U.S. military preparedness. 

Title I authorises incentives to create or increase 
productive capacity for a broad range of material (including machine 
tools) needed for defense requirements, present and future. The 
pr ncipal incentive used by Title Ill's author ty s a contractual 
conmitment by the government to purchase the item pioduced it there 
is not B auffic ent demand lot that product n the marketplace. 
HoNever, it is important to note that a DPA purchase commitment does 
not automatically expend levenue. Toi example, during the Korean 
conflict, the defense industrial b-ase could not respond to urgent 
defense requirements. Congress, thecefoie, appropriated (8 S 
billion to be used by Title III of the DpA to provide incentives 
such as buy-back agreements that -would encourage private contractor 
investments to develop new or improve existing critical 
manufacturing capability essential to the war effort. As a result 
of udiciouE management oE the Title I 1 program during this period, 

capability once it came onstceam. Thus less than $1 billion of the 
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in the White House, to use Title III of the Defense Production Act 
It ia up to tho Congress to send a message to Che Executive Branch 
that this money should be obligated to reatore America's military 
production capabilities. 

with the funding that is outlined for Title III and the 
establishment of tho DPA revolving fund, S. 1379 has the potential 
to solve many of the critical deficiencies that exist within the 
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influatrial biae. It woula not only reduce Eoroign source dopondency 
Coc many components oE defenaa-senBlCive ByBtams, it would bIso 
improve the overall international competiCivsness of U.S. indultcy. 

S. 1379 also broBdona the Title III definitions to ptrnit 
more industriea to become eligible Eor DPA projects. He applaud 
these chsngaa . 

HDHaver, the present OKB-driven selection criteria are so 
narrow that it is virtually Impossible to qualify for a project. 
This haa reaultad in undei-utiliiatlon of the Act. With the 
induatrial base in a weakened state, it is essential that the DPA be 
used to the fullest extent. Therefore, we urge that Congress 
establiah object ue criteria for the aelection Of DPA projects. 
These criteria would replace the overly-subjective criteria 

If the Congress is serious ab 
defense preparedness dilenna, then It ' 
of legiilation. 

The United States cannot depend upon mnchine tools it 
cannot build, and it cannot dap ay mach nes tools that a foreign 
source can't or won't provide. At present, this is the real danger 
— that the products of critical industries, such as the machine 

The majority oE U.S machine tool companies are anall and, by 
themselvei, do not have the resources necessary to compete Mlth 
their foreign counterparts. It is, therefore, necessary to pool 
their resources it they can hope to develop and maintain the 
products critical to our national defense. 

Title VII of the DPA accords limited antitrust protection 
to companies participating in oint venture agreements. These 
agreenwnta are initiated by the President for the purpose of 
strengthening the U.S. industrial base and enhmcing national 
security. S. 1379 broadens the ant trust Ei^otectlons under the Act 
to pormit sanctioned consortia to become nvolved in production, 
narltetlng, and Elexible wsnuf actur i ng networks along with research 
and development projects. Passage of this amendment will play a 
necessary role in promoting the modernization of U.S. defense 

' ;he development o£ the technology essential to 

. security demands. 



of thl 

defeni 



a riangements are contributing to the deterioratior 
manuEactur ng sector, and its already «ea)iened 
lustrla base. Typically, these arrangements Bra 
by the U.S. and a foreign country regarding the purchaa 

ipon system. Foreign countries use offsets as a fc 



:erraB of oEEsat arrangements vary. Some require that i 
specified amount of worK relating to the Eocvign purchase of a 
weapon system be performed by foreign Eirns. Others request that 
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the U.S. purchase uncBlat»d goods and seTvicea from that country. 
There ats also agreements in which the American firm must invest in 
a foreign firm that is locatod within U.S. bordsrs. In all three of 
these examples, the U.S. companies are strengChsnlng their foreign 
countecpaits in worldwide competition and making it more difficult 
to halt America's industrial decline. 

Also included in many offset acrangenents is the 
requitemont of technology transfer (com th s nation to foreign 
firms. This s yet another example of placing the U.S. competitiye 
advantag* into the hands oE foreign firms The American 

same time, he makes it possible foe a £oro gn country to infiltrate 
domestic mn kets Stimulating new foreign conpet t on and fostering 
greatvi Impoirt penetration results in the veiy th ng that should be 
■voided: A weak and unstable Industrial base thtaatening the safety 
of this nation. 

Largely through Senator Dixon's efforts in the FY 89 DoD 
Authorization, Congress has acknowledged the fact that offset 

long term effects on the stability Of the United States. The 
Secretary of Comnerce and the Secretary Of Defenae have been 
directed by Congress to establish a comprehensive policy which would 
work toward negotiating the elinination of offsets. 

S. 1379 amends and expands Section 309, Title III of the 
DPA relating to offset arrangements. The legislation specifies that 
the Commerce Secretary prepare the annual report concerning the 
effect of offsets on the defense industrial base in consultation 
with the Defenae and Treasury aecretaries and the United States 
Trade Representative, and that this report be used In future 
negotiations to minimiie the negative effects of these 
arrangements. The bill also requires that any offset agreement 
exceeding $5,000,000 be reported to the Secretary of Coimterca. 

Til. Cfftt P-ISIQl 

BHTBA appreciates the attention the committee members are 
giving to the state of the industrial base of this country. 
Although ue are hesitant to suggest that Congress micro-managa the 

Defense Production Act, it is apparent " -' " "- ■"- 

explicit legislative language to ensure 
The bill before you provides for a more 
so without expending suQstantial new revenues. 

NMTBA urqes you to consider the implications 
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, Mr. Cha 



other cosponsors of S. 1379 in 
capacity to produce items critical to 
itly and effectively in peacetime and 

nan. I would be pleased to respond to 
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Senator Dixon. Thank you, Mr. Moore. 

We are del^hted to have you here, Mr. Amacker. You are Presi- 
dent and Chief Executive Officer of Leach Corp., representing the 
American Electronics Association. Delighted to have you here. 

STATEMENT OF JEFFERSON Z. AMACKER, PRESIDENT AND 
CHIEF EXECUTIVE OFFICER, LEACH CORP., REPRESENTING 
THE AMERICAN ELECTRONICS ASSOCIATION, ACCOMPANIED 
BY JOHN ENGLUND 

Mr. Amacker. Thank you very much, Senator. We are really 
pleased to be here. 

My name is Jeff Amacker. I am the CEO of Leach Corp. in 
Buena Park, CA, We have about 750 employees dealing in both the 
defense and the commercial arena, about evenly split. We also com- 
pete in the international marketplace. Our revenues are about $60 
million. Our primary products are power switching relays, circuit 
breakers, custom hybrid circuits, power contactors, and intelligent 
switching devices. 

We are literally on everything that flies or moves in the Defense 
Department, a\\ the way from the Space Shuttle to all of the mis- 
siles, right on to the Voyager probe and the Abrams tank. So ev- 
erything that is high tech and needs a high reliability product, 
they come to Leach for. 

We also have a 3-year exclusive arrangement with Boeing these 
days for 100 percent of their needs for their commercieil itirplanes. 
That is on the commercial side of our activity. 

So we are the recognized principal supplier of power switchii^ 
components to the aerospace industry. 

I am here testifying today on behalf of the American Electronics 
Association. I have in the past been an officer of the Association. I 
have with me today John Englund, of the AEA. He is my colleague 
and has helped put together this presentation. 

The AEA, as you may know, has 3500 member companies, in- 
cludii^ all segments of the industry, from defense, telecommunica- 
tions, software, and has several lEU*ge defense and commercial com- 
panies active as well as a lai^ number -of medium sized compa- 
nies, such as my own. 

The AEA and the electronics industry is one of the feistest grow- 
ing sectors in the U.S. economy. They employ about 2.5 million 
people in the electronics industry. So that is more than autos and 
steel, and as you cein see. It is a very vital manufacturing s^ment 
of our economy. 

I have been participating in a series of grassroots roundtables 
out in California and throughout the country witli other presidents 
and CEO's of defense compainies, and we have been strugglii^ with 
a lot of the questions that you have raised concerning the DP A. 

I am a member of the Board of Directors of the Defense Presi- 
dents' Roundtable in California ^md chair, also, a group of other 
senior execs in that area. 

While I am here on the behalf of the AEA, I am really here to 
tell you about a few things that are happening out in the market- 
place that I believe bear on the DPA. 
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I would Eilso today like to address several areas in my testimony. 
I would like to tell you about our view of the potentiad impact of 
the current domestic and international environment and the 
trends in the defense industry. 

I would like to make some specific comments on your amend- 
ments to the DPA, sir, and the positions that the AEA has taken 
on these particular items. 

And then, finally, I would like to tell you a little bit of the things 
that are happening in the industry. "What is going on out there? 

Well, it is a rough environment. We see this declining defense 
budget. We see a large number of foreign acquisitions of U.S. de- 
fense firms. We see a diminishing number of medium and small 
sized U.S. companies that sell to the U.S. Government for a lot of 
the reasons that were cited earlier. 

We see a growing burden of volumes of government regulations 
that serve to make the industry less ef^cient and less competitive, 
and we see government audit staffs are increasing at the same 
time that the number of defense firms is going down, and while we 
are skinnying out our staffs we are having more and more auditors 
added. So it turns out that the auditors to contractor ratio is grow- 
ing geometrically at this point in time. 

This week's edition of Aviation Week contained em article depict- 
ing that defense and technology stocks are declining more rapidly 
than the general market, and that reflects investor awEU-eness of 
the dim prospects of this industry and these stocks for the foreseea- 
ble future. 

Also, a recent survey by Ernst & Young entitled "The U.S. De- 
fense Industry"— perhaps you have read this — on key issues for the 
1990'&, surveyed industry executives, senior officials of the Defense 
Department and Congress and came to the conclusion that a signif- 
icant majority agreed that conscious efforts must be made to pre- 
vent foreign suppliers from becoming predominant on the compo- 
nent subcontractor level, and that is really the thesis that I have 
here today. 

A NATIONAL PLAN MUST BE DEVELOPED 

Also, the U.S. should develop a national plan to identify the criti- 
cal products and technologies most vulnerable, once again the criti- 
cal technologies issue. 

And the Department of Defense must move away from overem- 
phasis on cost competition in awarding defense contracts and place 
greater emphasis on total quality, on maintainability and operabil- 
ity and contractors' past performance. 

Those are points that I would like to make here today. 

On a personEil note, I believe some action is necessary. Let me 
tell you about a very recent near-term example. 

Back in 1984 my company took a look at what the aircrstft manu- 
facturers, of the 1990s were going to need on their eiircraft for 
power distribution systems and components, and we set out to 
spend our R&D money, our compemy private funds, on developii^ 
those products. By 1989 we had spent ?7.2 million of private compa- 
ny moneys on this. 
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Then in 1989 we had delivered the world's only smart power sys- 
tems to McDonnell Douglas Helicopter for the Apache helicopter, 
to Lockheed for the P3C laboratory, eind to Boeing for the Air 
Force Advanced Technology Fighter simulator. These systems use 
our proprietary products that work over the military spec range. 

Then in December of last year we supported a major U.S. prime 
contractor with a proposal that showed that these smart power sys- 
tems could save the Navy many millions of dollars in reliability, 
installation costs, and weight savings on a new aircraft that that 
contractor w£is doing. So based on their study, they came to ub for 
a sole source contract in May 1989 because no other source existed. 
We had spent our money. We were in front of the marketplace, 
and nobody else was in this business. 

FIXED PRICE DEVELOPMENT CONTRACTS 

However, they were peissing on to us some things that just were 
not acceptable. They wanted to have us do a fixed price develop- 
ment contract, and they wanted to have us give them the nonrecur- 
ring and provided other severe terms and conditions that we just 
flat could not accept. So the airplane manufacturer then decided to 
go look for someone else that could provide this system. 

Now, all other U.S. suppliers no-bid the fixed price development. 
They went out to the industry, and everyone else in the industry 
said, "we can't do this job," So we were available to do it. 

However, in June of this year a British firm, Dowty Maritime 
Systems, bought a failing U.S. engineering firm in Arcadia, CA 
called Resdel Engineering, and they bid on this system based on 
the utility system that they had been flying on the B-2 bomber. 
They underbid my company by several million dollars, and they 
were awarded this fixed price development contract. So they were 
willing to sign up to the terms and conditions that U.S. firms were 
unwilling to do. 

And the result of this was in September they were awarded the 
contract, even though they don't have the power controllers that 
they need to do this. They are not technically compliant. The 
prime strongly suggested to that firm that they come back to us to 
buy the piece parts that would go in to make the system compliant. 

so the points 1 want to make out of this little parable are that 
the foreign cost of capital and favorable tax treatment allows these 
foreign nrms to come in and buy up niches in the U.S. defense in- 
dustry. They don't have to spend the time and the money develop- 
ing proprietary businesses. They can just merely buy the niche. 

Our defense industry is under heavy profit pressures from fixed 
price developments — I am tfilking about our prime contractors — 
they are losing money, and they are going to the cheapest bidder 
for our new aircraft whether technically compliant or not, and that 
is the concrete kite syndrome. It is cheap, but it won't fly. That is 
exactly what is happening out there. 

^^ company as a result of this is no longer going to spend our 
profit dollars developing things for the U.S. Government. That is a 
poliCT of our company, and the U.S. taxpayer, who supported this 
development through tax credits and also supported this develop- 
ment through overheads on other military products that we are 
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providing, was also a loser on this job because he lost his invest- 
ment, too, as a result of this. 

So now we have a circumstance, very specific, where a foreign 
manufacturer now owns the power distribution system for this and 
perhaps all future U.S. aircraft. It is a relatively small niche, it is 
not a crucial technology, but it is an important thing. You can't fly 
airplanes without distributing the power in the aircraiit. 

FOREIGN SUPPUERS 

Now I am off on another tack. You know, there is general con- 
cern that foreign suppliers would become predominant at the com- 
ponent subcontractor level, and everyone is worried about the Jap- 
anese for electronic components such as ceramic substrates and the 
DRAMS, but I would like to voice a more specific concern at the 
aircraft systems level. 

Our recent experiences on both this aircraft and another helicop- 
ter shows that two British companies, Smiths and Dowty, now own 
the power distribution subsystem for these aircraft and probably 
for other future aircraft because it is a small niche. Those compa- 
nies were able to enter these markets because of specieil reciprocal 
agreements that between the United States and the United King- 
dom on the use of NOFORN material. Said another way, in my 
opinion a French, Japzmese, or German company wouldn't have 
been allowed to buy the company that had this system on the B-2 
bomber and then allow them into this marketplace. So there was 
an arrangement there that allowed that to happen. 

Likewise, in addition to the power distribution system, other 
British-owned systems on these new Navy aircraft are the fuel 
gauging system, the flight management computer, the Sonobuoy 
sjrstem, and the landing gear. We have five different things that 
are going to British firms, that they have bought into this business. 

And the British firms that have major stakes in the U.S. defense 
contractor industry are Thorn EMI, Plessey, Dowty, Smiths, and 
Ferranti, just to name a few. 

My thesis is this: if the British-owned firms are exempt from con- 
sideration as foreign-owned in discussion of our defense industrial 
base, we should consciously make that decision and decide whether 
they are going to be openly competing with us or not. Senator, they 
really can't compete with us, either technically or economically, 
but they can buy us. 

Let me go on and make a couple of comments concerning the 
DPA itself. 

The American Electronics Association supports the declaration of 
section 101 concerning the close relationship between national se- 
curity and the defense industrial base concerns. We also endorse 
the idea of creating an Industrial Capabilities Committee as part of 
the section 201, which is an outgrowth of the recommendation of 
the Defense Science Board. We believe that would be a good forum 
for both primes and subcontractors to work the kind of problems 
that we are talking about here today. 

And the AEA is also working hard to help the Defense Depart- 
ment implement the defense management review, and so forth. 
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So in summary, the development of criteria for foreign participa- 
tion is needed. 

We need some criteria that read: 

Will the opportunity enhance the U.S. national security? Will 
the opportunity enhance the economic interest? Will the opportuni- 
ty strengthen the U.S. technology? 

So I am open for questions on this, sir. 

[The complete prepared statement of Jefferson Z. Amacker fol- 
lows:] 
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TaBtiBony by J*tf«raon Z. Anackar 

praaldant and CEO 

Leach Corporation > 

on behalf of the Anarlcan Elactronice Asaoclatlon 

before the Senate Banking Comlttea 

on the Defense Production Act 

November 17, 19B9 

Good morning. Ky name ia JeCf Anacker and I am the 
president and CEO of Leach Corporation, which eaploys just under 
750 people in Buana Park, California. Leach is a privately-owned 
dafense subcontractor as well as commercial supplier, with a 
talrly evan split between our defense and commercial work. He 
also compete in the international marketplace. Our revenues for 
tha year ended June 30th were SGOH. Our primary products are 
power switching relays, both electromechanical and solid state, 
aa well as solid state time delays, custom hybrid circuits, power 
contactors and intelligent switching devices. Leach is literally 
on everything that flies or moves from the cruise missiles, the 
space shuttle, the B-1, B-2, and F-IG aircraft to the Trident and 
Delta missiles, tha Voyager probe and the Abrans tank. He also 
have a three (3) year axclusive arrangement to provide loot of 
Boeing's naeds for thair commercial aircraft, we're tha 
recognized principal suppllar of power switching components 
to the Aerospace industry. 

I am here testifying today on behalf of the American 
Electronics Association [AEA) . AEA is the largest association 
representing the U.S. electronics industry. Our 3,500 menbar 
companies include all segnants of the industry from defense, 
telecofflnunications , software, computer and instrument producers, 
to semiconductor equipment and material suppliers. AEA has a 
grassroots base around the country: while it has joint 
headquarters in Santa Clara and Washington, D.C., It also has 
twenty-one regional councils which provide the asHOciation with a 
unique ability to coalesce and comnunicate industry opinion. I 
have personally been honored to serve in the past as the Chairsan 
of the AEA Orange County California council. The association 
represents a diverse membership, with large defense and 
commarcial companies active, as well as a large number of 
medium-sized companies and small firms operating in both the 
defense and commercial marketplaces. 
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workerB, Bora -than autcw or sta«l. Products producaC) by ^r 
indUBtcy ara vital to our national aacurity, and critical to th« 
growth of aany othar aectora of our aconoay. 

I have participated in a aariaa of grasBroots roundtables 
tor Freaidents and CEOb of defense coDpaniea over the last year, 
where we have struggled with many of the guestions that are 
raised through the Defense Production Act. I an a member of the 
Board of Directors of the Defense Presidents' Roundtable. In 
addition, I chair a saall group of senior executives in southern 
California that meets on a regular baals to discuss policy 
isauaa. I will do my best to also share some of their collectiv* 
views with you today. 

Hhlle I aa here on behalf of AEA, I will also have some 
things to say that have not been formally sanctioned by the 
Association; these represent my company's experience and ay own 
point of view. Hhile neither AEA or Leach Corporation has all 
the answers to the many complex and difficult questions raised 
through the Defense Production Act amendments, we both have some 
unique perspectives on some of these issues, and we are pleased 
to be here before the Senate Banking Committee today to do our 
beat to answer your questions and contribute what we can to your 
deliberations on the Defense Production Act. 

I would like to address several areas in ny testimony today: 

1) our view of the potential impact of the current domestic and 
international environment and trends in the defense 
industry; 

2] 1 will Make soae specific comments on Senator Dixon's 

aaendments to the Defense Production Act and some oC the 
positions that AEA has taken on these and related issues; 

3] finally, I will weave in some anecdotal information with 

•xamplas from ny company. Leach Corporation and oth^r senior 
executives whom I work with through AEA. 

What la going on out there? What does the environaent look 
Ilk* Cor U.S. defense companies? He are witnessing some ominous 
signs for the future of the U.S. defense industrial base: 

a declining defense budget; 
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— ■ tha growing burden at voIimms of govamnent r«gulationa that 
serve to make defense Industry less efficient and 

competitive internal ionally J and, 

government audit staffs are increasing at the same tlae the 
number of defense fira* are shrinking, and also the nu>ber 
of professionals in the reaaining firms are decreasing. The 
auditors/contract ratio is growing geometrically. 

In summary D.S. government actions and inactions cuaulative 
over time have aade the defense industrial base an incrsasingly 
unattractive market. 

Perhaps moat telling is the view oC Wall Street on the 
prospects for the industry. He see headlines such as the one In 

Defense Hews recently that read, "Wall Street Analysts Anticipate 
Massive Consolidation of Defense Industry." Also, this week's 
edition of Aviation Week and Space Technoloay contained an 
article depicting that defense and aerospace stocks are declining 
more rapidly than the general market, rsflecting investor 

!ss of the dim prospects for these stocks for the 

sable future. 



A recent survey completed by Ernst and Young entitled "The 
U.S. Defense Industry! Key Issues for the 19503," surveyed 
industry executives, senior officials in the Office of the 
secretary of Defense, congressional representatives and key staff 
merabeirs from the Armed Services, Budget and Appropriations 
Comroittees and "defense-related independent opinion leaders " 
Let me summarize several of the conclusions that have a direct 
relationship to provisions In the Defense Production Act: 

a significant majority "agrseCI that conscious efforts must 
be made to prevent foreign suppliers from becoming 
predominant on the component /subcontractor level . . , ;" 

for the U.S. to preserve a strong industrial base, 
streamlining the acquisition process le an absolute 
necessity; 

the U.S. should develop a national plan "to Identify the 
critical products and technologies most vulnerable to 
foreign control...;** and, 

the Department of Defense "nust Bove away from an 
overemphasis on cost con|^tltion in awarding defense 
contracts, and place greater aaphasis on total product 
quality, maintainability and operabllity, and contractors' 
past performance." 
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t«chnologi*B to ansura that tha U.S. has th« ability to mobilize 
quickly it n«cassary (on« of tha priBary Mandate* of tha Daf«nsa 
Production Act after its passage following the Korean War). 

On a pareonal note, I baliava soHe action is necessary. Let 

me recite a real-life example which I believe illustrates several 
broad and significant issues related to Defense production: 

In 1984, Leach took a look at what the aircraft of the 
1990>s would need to powar distribution syatans and coMponants, 
and set out spending our product davelopaant dollars to that and, 
developing proprietary products tor those applications. By 1989, 
we had spent $7.2M of private cospany profits daveloping these 
smart powar systems and components. 

Me were clearly the marketplace leader, by 1-1/2 to 2 years, 
according tc all af cur airframe customers who came to visit us 
and worked with us on specifying theEe smart power sysCens on 
their applications By 1989 we had delivered the world's only 
anart power systems to McDonnell Douglas Helicopter for the 
Apache helicopter, to Lockheed for the P3C laboratory, and to 
Boeing for the USAF Advanced technology Fighter (ATF) sinulator. 
These systems use the Leach proprietary solid state power 
controllers that perCorm over the military temperature ranges 
froB -55 degrees C to +1!5 dagraas C. 

In Oecanber \9ZZ, wa su|^ort«d a U.S. prise contractor with 
a proposal that shoved smart power systems could save tha Havy 
many millions of dollars in reliability, installation costs, and 
weight savings on a new aircraft it was developing. Based on 
their study, the airframe manufacturer came to Leach In May 1989 
and asked us to bid the smart power system foe the aircraft sola 
source, since no other source existed, we complied in June, but 
the contractor insisted that we bid the development coats firm 
fixed price. We refused, asking for o cost reimbursable 
development, and also disagreed with the severe terms and 
conditions the prime wanted to lnpose. The airframe manufacturer 
then decided to compete the system, looking for a supplier who 
would develop a system on a fixed price basis. All other U.S. 
suppliers no-bid the fixed price development. However, in June 
of thia year, a British firm Dowty bought a failing U.S. 
engineering company in the Sonobuoy business, Resdel Engineering. 
They bid the new aircraft system to the U.S. prime based on a 
utility system they were flying on the B-2 bomber. They underbid 
my company by several million dollars on the fixed price 
development contract and in September were awarded the contract 
by the U.S. prime -even though the power controllers they intend 
to buy do not work over the specified temperature ranges. The 
prime strongly suggested to Dowty that they come to us for the 
compliant power controllers. 

Tha points I would Ilka to saka tram this parable are: 
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Foreign cost of capital and favorable tax tr*at>«nt allow* 
tha«* foreign fim* to buy up nichas in tha U.S. dafanaa 
industry. 



3 . Our defense industry under heavy profit pressures from fixed 
price developaents is going to the cheapest bidder tor our 
newast aircraft, whether technically compliant or not. (The 
concrete kite syndroae - cheap but it won't flyl) 

4 . Hy company will no longer spend our profit dollars doing 
proprietary product R S D work for U.S. government 
applications. 

5. The U.S. taxpayer, who supported this development through 
tax credits and overheads on other military products, lost 
his invastnent also. 

6. A foreign manufacturer now owns tha power distribution 
system tor this and perhaps all future U.S. aircraft. & 
relatively small niche. 

OBSERVATIOHS OH BRITISH BUY-UP OF U.S. AIRCRAFT SUBSYSTEMS 

The recent Ernst and Young survey on key issues in the 
Defense Industry showed that there is a general concern about 
foreign supplies becoming predominant on the 

component/ subcontractor level. Kuch of that concern is centered 
on our dependence on Japan for electronic components such as 
hybrid ceramic substrates and computer DRAM's. 

I would like to voice a more specific concern at the 
aircraft aystem* level. Our recent experiences on both the new 
Navy aircraft I mentioned above and the McDonnell Apache 
helicopter shows that two British companies. Smiths and Dowty, 
now own the power distribution subsystem for those aircraft and 
(because of the rslative size of tha market] probably for all 
future U.S. aircraft. Those companies were able to enter 
those markets because of the spscial reciprocal agreement between 
the U.S. and U.K. governments concerning HOFORN classified 
information. Said another way. in my opinion, a French, 
Japanese, or German company would not have been allowed to buy a 
company making utility systems for tha B-2 Stealth Bomber a* 
Dowty was In the case of Reedel. Likewise, in addition to the 
power distribution system, other British ownsd systems on the new 
Navy aircraft are the fuel gauging system, the flight management 
computer, the Sonobuoy system and the landing gear. 
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Ferranti, to name a few. 

Hy theaia is this: If Britiah a%m«d Elms are exenptfro* 
consideration as foraign~ownad in discuaaion of our dafensa 
industrial baae, we should consciously make that decision and 
considar all British firms openly aa part of the D.5. supplier 
base. Tha tax treatment of goodwill by the U.K. Government 
certainly gives British firms a distinct advantage over U.S. 
fims in tha buy-up of U.S. defense firms. This also provides 
them with cash for "buying-in" on coapetitiva contract* againat 
U.S. Manufacturers. 

How could this be happening? Why has tha U.S. defense 
subcontractor base become so weakaned that these companies aire 
easy targets for foreign acquisition, and also don't have tha 
cash reserves to protect their markets? I would like to express 
my opinion on the effects of ■CoMwilsorv CoBPatition" on tha 
Defenaa Industrial Base; 

1981 - 

Many aircraft on order - all niches were undarsuppllad 

Delivery more Important than price 

Prices ware up In an undarsuppllad Marketplace 

I ok because of higher prict 



1986 - 19B9 



Subcontractor niches are r 



As business bases shrink, fixed costs required managing 
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1 expensive and oneroue 

Fixed price developments 
Audit requirements 
Hon recurring cost absorption 
Tooling cost absorption 
Five year warranties 
Unlimited rights In data 
Liquidated danaqes for delays 

The industry is greatly weakened financially, particularly 
at the subcontractor level. As an example, in part of our niche 
there are three suppliers for a S50H total market. Competition 
is fierce - we've abandoned the non-differentiating logistics 
market and let the other competitors fight it out. As a result, 
one of them Is nearlng bankruptcy and the other is losing money. 
This niche will consolidate Into 2 suppliers next year and prices 
will go up. 

ConcluBJon : Although the short term effect of artificial 
"compulsory competition" was to drive down prices, the longer 
term effect has been industry niche oversupply, weakening all the 
competitors, thus allowing more foreign buyout of the U.S. 
defense industrial base. The result from this policy will be 
generally large price increases across the board from the 
surviving suppliers. 

What can be done about this? 

Commercial customers like Boeing, Gulfstream, and 
DeHavilland are greatly reducing their number of partnerships 
with "Best Value" suppliers. And at the second and third tier, 
many small to medium size enlightened defuse manufacturers are 
doing the same thing with their supplier base. 

Commercial companies like Boeing are now able to go to World 
Class Manufacturing (Just In Time) efficiencies which requires 
partnering with fewer suppliers on a "Best value" baeis, while 
large defense contractors are forbidden from doing this by the 
incorrect interpretation of CICA which places too great an 
emphasis upon lowest price. 

The Department of Defense finally embracaci Total Quality 
Management (TQM) in 1987, and the airCra»es who already had their 
own programs, have now joined steps with them in promoting Tffll. 
It is absolutely the right thing to do, and it is the cornerstone 
to getting defense contractor productivity up dramatically. 
There Is a major problem with this, however. Total Quality 
suppliers, whether airframes, 2nd or 3rd tier, must be rewarded 
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and given Incentives on a life cycle coat basis, not just 
acqulBltion coat. This rsguires awarding contract* by giving 
greater weight to quality and delivery and less to price only, 
and forming a sole source partnership with those "Best Value" 
suppliers and their cuBtomers. But GAO's interpretation of the 
Competition in Contracting Act (CJCX) does not encourage such a 
partnership! This interpretation places too much emphasis on low 
price and not enough on quality factors. Large defense 
contractors are not peniitted to award contracts based on 
anything other than lowest price (such as quality and delivery) . 

What Do wq suggest the Senate Do About It? 

1. Support the Defense Manufacturing Board. Defense 
manufacturing production laproveBents are the key to 
supplying more defense for fewer taxpayer dollars. 

2 . Resolve the conflict between the Interpretation of CICA and 
TQK to allow partnership with "Best Value" suppliers. This 
will enable U.S. defense firms to inclement World Class 
Manu f actur i ng . 

3. Hake a determination as to whether U.S. trading partners 
(e.g. U.K., Germany, Japan] are part of the Defense 
Industrial Base or not, and set up appropriate controls. 



On the antl-tru tt ] mmini tv which would broaden the anti- 
trust provisions of the DPA, it appears as if this provision 
would make it easier for companies to avoid costly litigation by 
converting the anti-trust defense into an immunity. AEA has 
taken a strong position in favor of relaxing the anti-trust laws 
to allow companies to engage in joint production, but we have 
argued for de-trebllng of damages as opposed to immunity. We 
have been working through industry's Joint Manufacturing 
coalition (whose nenbers include AEA, the Computer and Business 
Equipnent Manufacturers Association, the National Association of 
Manufacturers, the Electronic Industries Association among 
others). The effort of this group has focused upon the Judiciary 
CoB«ittee. The provisions on anti-trust In S. 1379 should be 
closely coordinated with the efforts that are ongoing in the 
Judiciary Committee. 



defense industrial base conGema. Section 101 nakes the point 
that the "vitality of the industrial and technological base of 
the United States is the foundation of national sscurlty. AEA 
agrees, and argued strongly before several Congressional 
committees that the Secretary of Comnerce should play a Major 
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role In U.S. daclsions involving both dafensa and aconoaic 
factors. In particular we took tbla position on tha FSX Eightar 
aircraft deal and ware pleased that tha Advinlstratlon aada 
revisions to the deal and pledged that economic and tachnology 
interests would be weighed carefully along with national security 
consider at ions in future deals. 

As I nantioned earliar, wa al*o hava concams about foreign 
acquiBition of U.S. defense companiea but hava not yat takan an 
association position on the Exon-riorlo proviaiona. Our raading 
of the Dixon bill suggests that it would give the President mora 
flexibility in naking the determination of whether a proposed 
acquisition or Merger could threaten to impair national 
security. 

Speaking from personal experience, as a company that ha> 
seen aome offset agreements flow-down to a subcontractor like 
Leach Corporation we are concerned about the growing prevalence 
of offsets and their impact upon the defense subcontracting base 
(Section 114 of the Dixon bill But we have not yet figured out 
the beat solution to the problem, a solution that protects our 
subcontracting base while alao recognizing the realities of the 
international marketplace While we need to get a better handle 

that we do not Increase the paperwork requirements for our 
companies . 

W« endorse tha idaa of eraating an industrial Capabilities 
Committee (Section 201) which is an outgrowth of a recommendation 
of the Defense Scianca Board'* 1988 Task Force on the Defense 
Industrial and Technology Base. In particular, we like the idaa 
of the Committee doing regular reviews of major government 
policies and their impact en the defense industrial and 
technolfjgy base as well as developing a "process for periodically 
assessing U.S. technological advancement and production 
capabilities." 

Tha AEA ia working hard to halp tha Defense 
Department implement the Defense Management Review and ara 
involved in making proposals on the "lero-baaed review of 
regulations" currently underway To provide you with a small 
example of what can help industry be more productive that lias 
squarely in the domain of Congress raise the threshold set in 
the Truth in Negotiations Act which requires all companies and 
the burden falls on the subcontracting base — from the current 
5100 000 set in 1962 to SI million. At tha very least, factor in 
inflation for those years. And make it easier for us to sell 
commercial products — and modlflad commercial products — to tha 
Department of Dafanse. Often the moat advanced technology !■ the 
leaet expansive technology, if it is bought off-the-shelf. After 
all, our view is that in the electronics Industry particularly, 
there isn't a clear-cut economic choice between guns and 
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HB believa iapo«lng fawer unn«cas&ary regulations upon 

contractors and making it easier for U.S. companies to sell 
comnercial and nodiEied commercial products to the 
Department, of Defense is the cleanest way to help make our 
companies more competitive in bidding on contracts The U.S. 
government should become more of a "world class customer" and 
«iploy conxercial acquisition practices, which should -also become 
a part ot the Defense Department's Total Quality Kanagement 
prograa. Government regulations need to clearly recognize that 
products proposed for defense use which are derived from or 
comparable to commercial products should ba purchased using 
commercial-like methods. This would significantly broaden 
doaeatlc Industry's interest In defense acquisitions. 

In section 2Zl on "Evaluation of Offers from Foreign 
Sources . " we have scmie concerns about how to objectively assess 
"price evaluation factors" to counter the "unfair advantage" of 
foreign companiBs. iJ.s. defense conpanies certainly do suffer 

' '' ■ ' . . .: . . .. _ , . -gguiations ■ 



whether legitimate or 


not. But how to quantify costs on specifj 


products and bids whic 


;h are associated with environmental 


protection, the drug-1 


:ree workplace, and small business 


participation, partici 




the foreign firms are 


acquiring market share by buying into U.S. 



government contracts? The competition is not cost-based. 

Along the same lines, we also agree with the need to 
encourage investment in advanced technologies. Manufacturing 
technology la a speclflo area where such incentives can do a lot 
of good. Create inoantlves for companies to exploit dual-use 
technologies, and reward then for transferring defense technology 
to the commercial marketplace. The way the current system i-s 
structured, it is almost impossible for companies to exploit 
dual-use technologies -- we have a whole series of disincentives 
imposed upon us. This committee should monitor carefully the 
study recently begun at the Center for Strategic and 
International Studies (headed up by Jacques Gansler) that Is 
addressing this issue directly. Its proposals will ba based upon 
the findings of a series of case studies on the obstacles to the 
successful transfer of defense products to the comaerclal aarket, 
and vice- versa. 

Also, more not less emphasis needs to be placed upon 
manufacturing prowess. The Ad*lnistration should exp-and the role 
of the Defense Manufacturing Board and Sematech not curtail 
tbam. Many of the CEOs of the American Electronics Association 
(AEA) have argued strongly In favor of an expanded OHB. To 
underscore this point, a recant productivity survey sponsored by 
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AEA found that d«C*ns* subcontractora ara not iapleaknting 
quality and productivity gnasurea in as tinaly and aggreasive a 
manner as ia needed. A Btrangthaned DaCens* Manufacturing Board 
could provide leadership in areas of nanufacturing quality and 
productivity, essential for improving the overall U.S. industrial 

He have supported th« effort by Sanator Binganan last year 
which resulted In an annual raport to Congrass on critical 
tachnoleaias . This effort and process should be carefully honad. 
It is inportant to Make certain that such an effort doaa not 
become a way to "pick winners and losers" and to force some fon 
of "industrial policy" upon the Adainiatration. In addition, it 
la important not to allow such a list of critical technologies to 
automatically become the baae-line for export controls, either. 
The point of a focus on critical technologies is to husband our 
resources carefully and get the most bang tor the buck in both 
the defense and c ' ' ' ' 



I want to leave you with a challenge. Ona of the tbomiast 
issues that this Committee must confront ara aone of the 
definitions in the bill and their Impiicationa. How, for 
example, to define "doneatic source?" Hy personal opinion is 
that a domestic source is owned by U.S. interests and 
manufactures most of its product in this country. But this ia 
not an easy Issue. How to addreaa the rapidly changing realities 
of tha international marketplace? A national econonic Interest 
taat night include: 

— whether the company has RSD/aanufacturlng facilities In the 



The devalopnsnt of such criteria for foreign participation 
dacislona (and defining "dODSStic source"} must b« based upon 
three guiding factors: 

1} Hill the opportunity enhance U.S. national security? 

! enhance (or not erode] U.S. econoalc 
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Senator Dixon. Thank you very much, Mr. Amacker. 
Mr. Paul J. Gross, you are the chairmem of the Proprietary In- 
dustries Association. Delighted to have you here, Mr. Gross. 

STATEMENT OF PAUL J. GROSS, CHAIRMAN, PROPRIETARY 
INDUSTRIES ASSOCIATION, GLENDALE, CA 

Mr. Gross. Thank you, Mr. Chairman. Good morning. 

I am senior vice president for operations of Feurchild Aerospace 
Defense Fastener Co. My company designs, manufactures, and sells 
special nuts and bolts that hold together virtually every commer- 
cial and military aircraft in the free world. 

This morning, though, 1 am appearing in my role as chairman of 
the Board of Proprietary Industries Association, or PIA. 

PIA is just a .4-year-old organization of 82 innovative defense sub- 
contractors who invent high technology aerospace components, sub- 
assemblies, and subsystems that have helped maintain America's 
technical superiority. Membership covers a wide remge of products 
and compEuiy size, and approximately half of our members are 
small businesses, although we also have medium and large compa- 
ny members. 

The common thread that brings us together is our ability and 
desire to invent new technolt^y for the American military, often 
100 percent at private expense, if we can see a reasonable return 
on investment. PIA was organized in the mid-1980'8 because pro- 
curement legislation regulations, intended to accomplish other 
goals, also severely dampened the incentive for innovative contrac- 
tors to invent new technology for defense purposes, and I must say 
nothing galvanized us quite like Congressman Kasich's 7-year pro- 
posal. We were really against that. 

DEFENSE INNOVATIVE SUBCONTRACTORS 

We appreciate the committee's recognition that innovative sub- 
contractors play a strat^c role in the defense industrieil base. The 
numerous studies cited in your invitation to me all give recognition 
to the importance of subcontractors. Five years ago I was convinced 
that the defense policymaking community was unaware of the in- 
novative subcontractors. 

However, attention to and recognition of the importance of the 
defense innovative subcontractor is a two-edged sword. The well-in- 
tended sweeping changes to the defense procurement laws and reg- 
ulations in the last 4 years have changed our businesses. As the 
military services became more aware of the lower tier subcontrac- 
tors, we find that our businesses are increasingly regulated by the 
Government through the prime contractors. With increased regula- 
tion and the substantive policy changes I mentioned comes more 
paperwork, incresised administrative costs, more complex ways of 
doing business, criminalization of administrative errors, and a neg- 
ative impact on return of investment. 

To the innovative subcontractor, worst of all, though, are disin- 
centives that have emerged, so that our best technology, often de- 
veloped at private expense, is less likely to be made available to 
the military. 
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Many PIA members have responded by adopting strat^es to 
divert our investments and energies into nondefense markets when 
possible, and long-term reliable suppliers to defense markets are 
refusing defense business more often, as was just said. 

When these companies don't want to do business in the defense 
market, the defense industrial bfise is deprived of their invest- 
ments, their products, and their capability, and as we leave the 
market, the defense industrial base is deprived of our surge capac- 
ity as well for all practical purposes. 

The flight of the subcontractor base is important to the issue 
before this committee, since you are charged with assessing the 
country's ability to mobilize in times of conflict. Mobilization is a 
real concern, and it is a complex issue. I believe that the CSIS 
report, "Deterrence in Decay, ' summarized the situation pretty 
well. 

It suggested three objectives for national security policy — peace- 
time efficiency, technological competitiveness/superiority, and 
crisis flexibility. The report made it clear that we are not meetit^ 
these objectives with our present splintered, piecemeal approach to 
defense policy and management. As a result, we have an unhealthy 
defense industrial base that is in danger of not meeting any of 
these objectives. 

Ideally, the Nation's mtmufacturing sector would invest in re- 
search, development, £md design of technologically advanced prod- 
ucts with unique military applications, and then manufeicture qual- 
ity, highly reliable products efficiently, and have mamufacturing 
capacity usefully devoted to commercial markets in times of peace 
but easily adap^ble to supplying defense in times of conflict. 

However, instead, we have an acquisition system that discour- 
ages private investment in research, development, and design as 
well as manufficturing processes for defense use, at the same time 
that we have built our national security policy and strategy on 
technical superiority. 

COMPLEX REGULATORY STRUCTURE 

We also have a complex regulatoiy structure that in and of itself 
is a disincentive to peirticipate in defense markets. 

We have a seeming inability to maximize our military use of 
suitable product available in the commercial sector, which would in 
turn maximize the flexibility of our manufacturing capability. 

And of course we have shrinking procurement dollars with which 
to leveriige our defense investment. 

We have policies which seek to expemd the number of companies 
that would participate in the market through CKA at the time 
when the defense market may not be big enough to economically 
sustfun the number of companies we presently h^ve. This is occur* 
ring at the same time when our best models for efficient, quality 
manufacturing practice argue for fewer suppliers and long-term re- 
lationships between customer and supplier. 

Profit policies, competition policies, costly paperwork and too few 
dollars chasing too many weapons programs all work to discourage 
innovative subcontractors from taking the risks of participating in 
the defense market. 
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I think my own experience is an example of the current system 
working at cross- purposes. Until a few months ago, the sierospace 
fastener company that I am a part'of was dependent on U.S. de- 
fense spending for 70 percent of our business. For several years we 
pursued multiple courses of action to improve what looked like a 
dismal future. 

One of those strategies was for me to devote time to help im- 
pirove l^islative £ind regulatory structure that impacts our busi- 
ness, and we certainly appreciate your help in this area, especially 
on data ri^ts. 

Another was carried out just this summer, when we method with 
a complementary feistener company, an action that overnight re- 
duced our militaiy dependence to 40 percent from 70 percent. Even 
better, it provided a lower cost manufacturing base so we can com- 
pete by selling our older technology to the military at the lowest 
price. B^ of all, this merger provides a better business outlet for 
our innovations that etre suitable for the commercial aerospace 
market. 

From the perspective of a flexible manufacturing base, I am sure 
that our current status pleases you as well as us, but there is a 
downside for the defense industrial base. Our investment in inno- 
vation will move toward the commercial side. There are different 
forces driving commercial fastener needs and innovation. That 
means that iSie next better mousetrap we develop will not neces- 
sarily be adaptable to specialized defense applications. 

Aerospeice fasteners are not all generic products. For the military 
we have developed specialized nuts and bolts designed to withstand 
tbe extreme stress of the military environment as well as meet 
other unique military needs like Stealth. These are expensive, high 
risk investments that have contributed directly to making our mili- 
tary aircraft the most capable by a margin in the world. 

u we don't innovate and sell to the defense aerospace community 
in peacetime, in time of conflict our product and capability will be 
less useful. This could happen if acquisition culture euid practices 
are unchained. 

The initiatives to buy more commercial and nondevelopmental 
items will help and a lot of the other initiatives on commercial 
style practice will help, but that doesn't address the issue that 
there are always going to be a large number of unique items just 
for military use, and you have to encourage that investment. 

So I would suggest, in summary, that efforts to segregate mobili- 
zation and surge requirements from the way we conduct business 
in the defense sector will be expensive smd possibly counterproduc- 
tive. In fact, for innovative subcontractors, improving the acquisi- 
tion system to include incentives for innovation would be a far 
greater inducement to participation than subsidies. 

Having said that, I realize that this committee has responsibility 
to reauthorize DPA and other committees have responsibilities for 
fixing the acquisition system, and fortunately you are on both. Re- 
spectfully, we would recommend that you act jointly. 

We have made comments separately to S. 1379. We genertilly 
support the issues it raises. 

lliank you. 

[The complete prepared statement of Paul J. Gross foUovra:] 
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STATEMENT OF PAUL J. GROSS 

CHAIRMAN OF THE BOARD OF DIRECTORS 
THE PROPRIETARY INDUSTRIES ASSOCIATION 
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Before the 
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S. 1379, "THE DEFENSE PRODUCTION ACT AMEKDMEHTS OF 1989" 
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GOOD HORHIHG, HR. CHAIRMAN, SENATORS, LADIES AND 
HY HAKE IS PAUL J. GROSS. I'M PRESENTLY SENIOR 
VICE PRESIDENT FOR OPERATIONS OF THE FAIRCHILD AEROSPACE 
DEFENSE FASTENER COHPANV. MY COMPANY DESIGNS, HAKUFACTURES , 
AND MARKETS SPECIAL NUTS AND BOLTS THAT HOLD TOGETHER BOTH 
COMMERCIAL AND MILITARY AIRPLANES. 

THIS MORNING I AM APPEARING IN K¥ ROLE AS CHAIRMAN OF 
THE BOARD OF THE PROPRIETARY INDUSTRIES ASSOCIATION OR PIA. 
PIA IS A FOint-YEAR OLD ASSOCIATION OF 62 INNOVATIVE DEFENSE 
SDBCOMTRACTORS WHO INVENT STATE OF THE ART COMPONENTS, 
SOBASSEHBLIES AND SUBSYSTEMS TIJIT HAVE HELPED TO MAINTAIN 
AMERICA'S TECHNICAL SUPERIORITY. MEMBERSHIP COVERS A WIDE 
ARRAY OF PRODUCTS AND COMPANY SIZE. APPROXIMATELY HALF OF 
OUR MEMBERS ARE SMALL BUSINESSES, BUT WE ALSO HAVE MEDIUM AND 
LARGE COHPAHV MEMBERS. 

THE COMMON THREAD THAT BRINGS US TOGETHER IS OUR ABILITY 
AND DESIRE TO INVENT NEW TECHNOLOGY FOR THE AMERICAN MILITARY 
(OFTEN loot AT PRIVATE EXPENSE) IF WE CAN SEE A REASONABLE 
CHANCE FOR RETURN ON INVESTMENT. PIA WAS ORGANIZED IN THE 
HID 80S BECAUSE PROCUREMENT LEGISLATION AND REGULATIONS 
INTENDED TO ACCOMPLISH OTHER GOALS AI£0 SEVERELY DAMPENED THE 
INCENTIVE FOR INNOVATIVE SUBCONTRACTORS TO INVENT NEW 
TECHHOLOGy FOR DEFENSE PURPOSES. 

WE APPRECIATE THE COMMITTEE'S RECOGNITION THAT 
SUBCONTRACTORS PLAY A STRATEGIC ROLE IN THE DEFENSE 
INDUSTRIAL BASE. THE NUMEROUS STUDIES CITED IN YOUR 
INVITATION TO ME ALL GIVE RECOGNITION TO THE IMPORTANCE OF 
SUBCONTRACTORS. FIVE YEARS AGO, I HAS CONVINCED THAT THE 
DEFENSE POLICY MAKING C(»(MUNITy WAS UNAWARE OF THE 
SUBCONTRACTOR. 

HOWEVER, ATTENTION TO AND RECOGNITION OF THE IMPORTANCE 
OF THE DEFENSE SUBCONTRACTOR IS A TWO-EDGED SWORD. THE 
WBLIr-IHTENDED SWEEPING CHANGES TO DEFENSE PROCUREMENT LAWS 
AND REGUIATIONS OF THE LAST FOUR YEARS HAVE CHANGED OUR 
BOSIHBSSES. AS THE MILITARY SERVICES BECOME MORE AWARE OF 
THE LOWER TIER SUBCONTRACTORS, HE FIND THAT OUR BUSINESSES 
ARE INCREASINGLY REGULATED BY THE GOVERNMENT, THROUGH OUR 
PRIME CONTRACTORS . WITH INCREASED REGULATION AND THE 
SUBSTANTIVE POUCV CHANGES I MENTIONED COMES MORE PAPERWORK, 
INCREASED ACaUNISTRATIVE COST, MORE COMPLEX HAYS OF DOING 
BUSINESS AND A NEGATIVE IMPACT ON RETURN OH INVESTMENT. 

MANY PIA MEMBERS HAVE RESPONDED BY DIVERTING OUR 
INVESTMENTS AND ENERGIES INTO NON-DEFENSE MARKETS WHEN 
POSSIBLE AND LONG-TERM RELIABLE SUPPLIERS TO DEFENSE MARKETS 
ARE REFUSING DEFENSE BUSINESS MORE OFTEN. WHEN THESE 
COMPANIES REJECT SALES TO DEFENSE MARKETS , THE DEFENSE 
INDUSTRIAL BASE IS DEPRIVED OF THEIR INVESIKENTS , THEIR 
PRODUCTS, AND THEIR CAPABILITY. AS WE LEAVE THE MARKET, AS 
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THE CSIS STDDV POINTS OUT, THE DEFENSE INDUSTRIAL BASE IS 
DEPRIVED OF OOB CAPACITY AS HELL, FOR ALL PRACTICAL PURPOSES. 

THE FLIGHT OF THE SDBCOHTRACTOR BASE IS IMPORTANT TO THE 
ISSUES BEFORE THIS COMMITTEE TODAY SINCE YOU ARE CHARGED HITH 
ASSESSING OUR COUNTRY'S ABILITY TO MOBILIZE IN TIMES OF 
CONFLICT. MOBILIZATION IS A REAL CONCERN AND IT 19 A COMPLEX 
TASK. I BELIEVE THE CSIS REPORT SUMMARIZED THE SITUATION 
PRETTY WELL. IF WE ACCEPT THE THREE OBJECTIVES OF NATIONAL 
SECURITY POLICY SUGGESTED BY "DETERRENCE IK DECAY" — 
PEACETIME EFFICIENCY , TECHNOLOGICAL COMPETITIVENESS AND 
SUPERIORITY, AND CRISIS FLEXIBILITY — IT IS CLEAR THAT THE 
HEALTH OF THE DEFENSE INDUSTRIAL BASE CANNOT BE IMPROVED BY 
ADDRESSING ONLY ONE OBJECTIVE, AND AN UNHEALTHY DEFENSE 
INDUSTRIAL BASE INCREASES THE RISK OF NOT BEING ABLE TO 
MOBILIZE OR ENGAGE IN SURGE PRODUCTION IN A TIMELY HAY. 

IDEALLY, THE NATION'S MANUFACTURING SECTOR HOULD INVEST 
IN RESEARCH, DEVELOPMENT AND DESIGN OF TECHNOLOGICALLY 
ADVANCED PRODUCTS HITH UNIQUE MILITARY APPLICATIONS , 
MANUFACTURE QUALITY, HIGHLY RELIABLE PRODUCTS EFFICIENTLY, 
AND HAVE MANUFACTURING CAPACITY USEFULLY DEVOTED TO 
COMMERCIAL MARKETS IN TIMES OF PEACE BUT EASILY ADAPTABI£ TO 
SUPPLYING DEFENSE IN TIMES OF CONFLICT. 

HOHEVER, HE HAVE: 

O AN ACQUISITION SYSTEM THAT DISCOURAGES PRITATB 
INVESIHENT IN RESEARCH, DEVELOPMENT, AMD DESIGN, AS HELL AS 
MANUFACTURING PROCESS FOR DEFENSE USE, AT THE SAME TIME THAT 
HE'VE BUILT OUR NATIONAL SECURITY STRATEGY OH TECHNICAL 
SUPERIORITY f 

O A COMPLEX REGULATORY STRUCTURE THAT IN AND OF ITSELF 
IS A DISINCENTIVE TO SELL TO DEFENSE MARKETS; 

O A SEEMING INABILITY TO MAXIMIZE OUB MILITARY USE OF 
PRODUCT AVAILABLE IN THE COMMERCIAL SECTOR WHICH WOUU) IN 
TURN, MAXIMIZE THE FLEXIBILITY OF OUR MANUFACTURING CAPACITY; 

O LIMITED DOLLARS WITH HHICH TO LEVERAGE OUR DEFENSE 
INVESTMENT; AND 

O POLICIES WHICH SEEK TO EXPAND THE NUMBER OF 
COMPANIES THAT HILL PARTICIPATE IN THE MARKET, AT A TIME WHEN 
THE DEFENSE MARKET HAY NOT BE BIG ENOUGH TO SUSTAIN A LARGE 
NUMBER OF PARTICIPANTS IN A WAY THAT MAKES ECONOMIC SENSE — 
AND AT A TIME WHEN OUR BEST MODELS OF EFFICIENT, QUALITY 
MANUFACTURING PRACTICE ARGUE FOR FEWER SUPPLIERS AND LC»IG 
TERM RELATIONSHIPS BETWEEN CUSTOMER AND SUPPLIER. 

PROFIT POLICIES, COMPETITION POLICIES, COSTLY PAPERWORK 
AND TOO-FEW DOLLARS CHASING TOO MANY WEAPONS PROGRAMS ALL 
WORK TO DISCOURAGE INNOVATIVE SUBCONTRACTORS FROM TAKING THE 
RISKS OF PARTICIPATING IN THE DEFENSE MARKET. 

MY OHN EXPERIENCE IS AN EXAMPLE, I BELIEVE, OF THE 
CURRENT SYSTEM WORKING AT CROSS PURPOSES. DP UNTIL THIS PAST 
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SDHHER, THE AEROSPACE FASTEHER COMPANY THAT I AM PART OF ifAS 
DEPENDENT ON U.S. DEFENSE 8PENDIKG FOR 70t OP ODR BUSINESS. 
FOR SEVERAL YEARS WE FORSUED MULTIPLE COURSES OF ACTION TO 
IMPROVE WHAT LOOKED LIKE A DISMAL FUTURE. ONE OF THOSE 
STRATEGIES HAS FOR HE TO DEVOTE A LOT OF NV TINE TO HELP 
IMPROVE THE LE6ISIATIVE AND REGULATORY STRUCTURE THAT IMPACTS 
OH THE BUSINESS. THIS SUMMER, HOWEVER, WE DECIDED TO ACQUIRE 
ANOTHER FASTENER COMPANY — AN ACTION THAT OVERNIGHT REDUCED 
OUR MILITARY DEPENDENCE TO 40%. EVEN BETTER IT PROVIDE A 
LONER COST HANUFACTURIHG BASE SO WE CAN COMPETE IN SELLING 
OUR OLDER TECHNOLOGY TO THE MILITARY AT THE LOWEST PRICE. 
BEST OF ALL, THIS MERGER PROVIDES A BETTER BUSINESS OUTLET 
FOR OUR INNOVATIONS INTO THE COMMERCIAL AEROSPACE MARKET. 

PROM THE PERSPECTIVE OF A FLEXIBLE MANUFACTURING BASE, 
I'M SURE THAT OUR CURRENT STATUS PLEASES YOU AS WELL AS US. 
BUT THERE IS A DOWNSIDE FOR THE DEFENSE INDUSTRIAL BASE. OUR 
INVESTMENT IN INNOVATION WILL GO THE COMMERCIAL SIDE OF THE 
HOUSE NOW. THERE ARE DIFFERENT FORCES DRIVING COMMERCIAL 
FASTENER NEEDS AND INNOVATION. THAT MEANS THAT THE NEXT 
"BETTER MOUSETRAP" WE DEVELOP WILL NOT BE ADAPTED TO 
SPECIALIZED DEFENSE APPLICATIONS. AEROSPACE FASTENERS ARE 
NOT ALL GENERIC PRODUCTS. WE MANUFACTURE SPECIALIZED NUTS 
AND BOI/FS FROM EXOTIC HATERIAIfi, DESIGNED TO WITHSTAND THE 
EXTREME STRESS OF A MILITARY ENVIRONMENT ON THE DEFENSE SIDE 
OF THE HOUSE. 

IF I DON'T INNOVATE FOR AND SELL TO THE DEFENSE 
AEROSPACE COMMUNITY IN PEACETIME, IN TIMES OF CONFLICT MY 
PRODUCT AND MY MANUFACTURING CAPACITY ARE LARGELY USELESS FOR 
SURGE AND/OR MOBILIZATION NEEDS, ON ANYTHING RESEMBLING A 
TIMELY BASIS, IF THE ACQUISITION CULTURE AND PRACTICES ARE 
UNCHANGED. IN ADDITION, THE UNIQUE TECHNICAL COHTRIBUTIOH 
MY COMPANY'S INNOVATIONS HAVE MADE HILL BE FEWER, IF EXISTENT 
AT ALL. 

THE INITIATIVES TO BUY MORE COMMERCIAL AND 
NON-DEVELOPMENTAL ITEMS WILL HELP, AS WILL INITIATIVES TO 
IMPLEMENT COMMERCIAL-STYLE PRACTICE. EVEN IF TOTALLY 
SUCCESSFUL, HOWEVER, ALONE THESE INITIATIVES WILL NOT ADDRESS 
THE VERY REAL FACT THAT THERE IS A PLACE FOR MILITARY UNIQUE 
ITEMS AND MANUFACTURERS OF THOSE ITEMS AND THAT THOSE 
SUPPLIERS HAVE ALSO BEEN DISCOURAGED FROM INVESTING IN 
DEFENSE RELATED INNOVATION. 

SO I WOULD SUGGEST TO YOU THAT EFFORTS TO SEGREGATE 
MOBILIZATION AND SURGE REQUIREMENTS AND PLANNING, WHICH ARE A 
VITAL PART OF OUR NATIONAL SECURITY POLICY, FROM THE HAY WE 
CONDUCT BUSINESS IK THE DEFENSE SECTOR KILL BE EXPENSIVE AND 
POSSIBLY COUNTERPRODUCTIVE. IN FACT, FOR OUR SEGMENT OF THE 
INDUSTRY, IMPROVING THE ACQUISITION SYSTEM TO INCLUDE 
IHCEHTIVES FOR INNOVATION WOULD BE A FAR GREATER INDUCEMENT 
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TO PARTICIPATIOH IN THE KMtKBT TRAH SUBSIDIES. 

HAVING SAID THAT, I REALIZE THAT THIS COHHITTEE HAS A 
RESPONSIBILITY TO REAUTHORIZE THE DEFENSE PRODUCTION ACT AMD 
OTHER COMMITTEES HAVE RESPONSIBILITY FOR FIXING THE 
ACQUISITION SYSTEM. RESPECTIVELY HE WOULD RECOMMEND THAT YOU 
ACT JOINTLY. 

ODR SPECIFIC COMMENTS ON 5. 1379 FOLLOW. BEFORE I 
SUMMARIZE THOSE COMMENTS, I HOPE IT GOES WITHOUT SAYING 
THAT PIA HILL GLADLY WORK WITH THE COMMITTEE MEMBERS AND 
STAFF TO REFINE AND IMPROVE S. 1379. 
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1) Section 111 of the bill. This section expands the reach 
of the existing authorities under title III of the Defense 
Production Act by permitting them to be used to "expand 
production and deliveries of services under a Governinent 
contract for the procurement of Industrial resources or a 
critical technology for the national defense." 

It is only when the acquisition system fails to provide 
an attractive market for a critical national security 
function should Title III of the Defense Production Act be 
considered for use. Further, if it is used, the Defense 
Department should carefully review the factual situation to 
determine whether there is SOTie larger systemic explanation 
for the inability to attract participation in that area but 
for the use of title III funding. 

While we recognise and support this additional 
authority, we encourage the Committee to assure that the 
authority is tied to: 

1) a finding by the mobilization planning apparatus 
that a gap in domestic capability does Indeed 
exist and that a critical resource or technology 
for mobilization is involved; 

21 a thorough review of the economic impact of 

expanding production if it entails the creation of 
additional manufacturing capacity or additional 
facilities. Excess capacity is expensive and the 
fund established by S. 1379 is not large enough to 
sustain excess capacity and the private sector 
should not be expected to do so; and 

3) a right of first refusal for existing suppliers to 
fill the government's mobilization needs. It 
should also be clear that if alternate sources of 
expanded production using title III assistance are 
required, the critical industrial resource or 
critical technology may be a functionally 
interchangeable resource or technology. 

In addition to our concern that peacetime needs emd 
mobilization needs be considered jointly, frankly we are 
concerned that this authority could be misused in today's 
acguisition environment. The authority to create additional 
5 of production could be used to create competitive 
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pressures on price by "cloning." Vague and unspecified 

jnobilization needs are often cited as a reason for 
government demands for intellectual property tights in our 
trade secrets That has been one -of the reasons the 
innovative subcontractor has sought other business. 

The Congress must also recognize that by expanding the 
use of title III authority beyond supplies and services into 
areas of "critical technology," we are venturing into a new 
area of government attention While it is appropriate that 
the title III authority be available for such needs, the 
"old ways" of buying goods and services may not be 
applicable to the support needed for such technology. 

2 ) Section 114(c) of the bill. This section would require 
any U.S. firm which enters into a contract for the sale of a 
weapons system or defense-related item to a foreign entity 
that is subject to an offset agreeinent in excess of S5 
million, to furnish a copy of that agreement to the 
Government, it is understandable that this section has 
created some controversy. 

Offsets ace a way of life in the international 
marketplace Until recently, it has become an integral part 
of the negotiations of the prime contract transaction. 
Legislation which Senator Dixon sponsored in 1988 and again 
this year has been included in Department of Defense 
Authorization Acts to require the Secretary of Defense, and 
others, to pay particular notice to the impact of offsets in 
defense memoranda of understandings, and in certain foreign 
sales. We believe that that high-level, 

government -to -government attention is essential to the 
long-term resolution of offset agreements. 

In addition, the President and the Secretary of Defense 
have demonstrated their concerns with specific offset 
arrangements as part of proposed international transactions. 
Again, we applaud that review on a bilateral basis, and on a 
specific transaction by transaction basis. 

But we in the subcontract tier have a different view of 
offsets than our primes may have Frequently a prime 
contractor will enter into an offset arrangement as a 
condition for receiving the order. But the compliance with 
the offset arrangement is frequently "shared" with the 
subcontractors on either a firm or "best-efforts" basis, 
without our ability to be party to the negotiations. 

Finally, regardless of the merits of offsets, we 
believe the threshold for notice provided in the bill to be 
too low, and we do not believe that it is prudent for the 
contractor to submit an actual copy of an offset agreement 
to the Government These commercial terms" should be )cept 
confidential, although we recognize that if reporting is to 
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be retained, seme sumnary of the provlaionB would be 
ceguired. while there is a provision in the legislation that 
requires the Department of Ccmmerce regulations to recognize 

the need to protect the proprietary nature of any such data 
submitted, we believe the law should be more explicit and 
provide a specific exemption from disclosure such that it 
would qualify under subsection (b)(3) of the Freedom of 
Information Act Here however, the subcontractor frequently 
has no idea concerning the terms and conditions of the 
offset arrangements negotiated by the prime contractor. 
Frankly, some PIA member subcontractors see this government 
notification as one of the few direct and truthful sources 
of information about offsets which may affect them directly, 
and which may guide them in determining whether any 
cc»iniercial rights oc remedies may be available. 

3) Section 122 of the bill. This section provides 
definitions for the terms used in the Defense Production 
Act While we are reviewing these definitions as they would 
be used in the Defense Production Act more thoroughly, we 
note for example that the term "defense contractor" does 
not include the term "subcontractor*". Currently, section 301 
explicitly recognizes subcontractors. Sections 302 and 303 
appear to permit businesses which perform as subcontractors 
to receive assistance available under those sections As the 
Committee knows, over 50% of all DoD prime contract dollars 
are "flowed down" to subcontractors Most of the innovation 
is done by subcontractors Yet because the definition in 
the law refers only to a "defense contractor", and that 
portion of the definition is not changed by S- 1379, It 
appears that none of the other expanded Federal assistance 
which the dpa amendments are seeking would be, or could be, 
made available to subcontractors (except possibly through 
arrangement with our prime contractor if they were willing 
to do so). Similarly, subcontractors may not be able to take 
advantage of the antitrust protections which have been 
provided. By the same token, we have not concluded our 
review to determine whether it is appropriate for each of 
the provisions in the DPA, and all of the references, to 
include subcontractors. 

Similarly, the definitions section might be the 
appropriate location for a reference to "form, tit and 
function" so as to facilitate the use of the title III 
authority for other than identical items of supply. 

4) Section 125 of the bill. This section revises the 
existing antitrust protections of the Defense Production 
Act. In that regard, we believe that enhancing the antitrust 
protection for certain sanctioned industry consortia is an 
important and commendable effort. If properly drafted we 
also believe that having this "stand-by" authority on the 
shelf should obviate the need, and the time for Congress to 
consider specific legislation each time a situation arises 



db, Google 



for work in a critical national defense area. For example. 
Congress did create specific antitrust protection for 
SEHATECH and Is considering It for HDTV. Antitrust experts 
are reviewing the bill's language for us. 

While we generally support its inclusion, we would call 
your attention to the fact that there are differences when 
dealing with providing protection for marketing an existing 
product (as in the Export Trading Company antitrust 
provisions from which this language was derived) and in the 
protection of the creative processes of technology 
development that this bill seeks to promote. In our view, 
the desired result of the antitrust protection under this 
bill is to create a new process or product — and from which 
other potential competitors (who are not members of the 
consortium) will be frozen out. By its very nature, those 
who engage In that research may not be able to meet the 
criteria set forth on page 30, lines 1 through 9. The 
Committee needs to give this area some greater thought and 
attention. 

5) Section 127 of the bill. This section makes a change to 
the standard of review for the President under the 
Exon-Florio provisions of the Trade Act. In our view. It is 
too early to determine whether the standard of review needs 
to be changed. As you know, the Treasury Department has not 
even Issued final rules under Exon-Florio. There have been a 
number of reviews already made, and It does not appear that 
the current standard has presented the Council on Foreign 
Investment in the U.S. with any barrier to review. We 
believe that there should be final rules under the prior 
law, and more time and experience gained under those 
regulations, before a change to the standard of review 
appears warranted. 

6) TITLE II-ADDITIOHAL PROVISIONS TO IMPROVE INDUSTRIAL 

PREPAREDMESS . As a general note, the initiatives in Title II 
of S. 1379 are designed to make the acquisition system more 
responsive to the unique governmental requirements of the 
defense industrial base. We support those statements. We 
believe It is imperative that the benefits which these 
provisions establish flow directly to the entity doing the 
investing . 

As PIA has already noted, for many subcontractors, it 
is the general federal acquisition system, not any specific 
attention or barrier to participation, that forces companies 
out or acts as a turrier to their further participation. 
Fundamental reform of the acquisition law and regulations 
will have a greater impact on firms' participation in 
federal procuranent generally, and with the defense 
Industrial base In particular, than almost any other 
initiative that is adopted. In effect, we believe that the 
initiatives which the Congressional Armed Services 
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Ccamiittees started with last year, and continued this year 
in terms of ccnnnercial products purchases, and 
ct^tmercial- style procurement practices, could have positive, 
long-term benefits. Some of the additional aiDendments 
proposed in this Title II will also fit that category. 

7) Section 214 of the bill. This section requires an 
acquisition policy to permit the procurement of any critical 
item of supply on a non- competitive basis in order to 
maintain at least one domestic source detennined essential 
to the national security. Specific guidance is also provided 
for subcontracting. 

We ccanpliment Senators Dixon and Heinz for focusing 
their attention on this critical segment of the defense 
industrial base. Ue all recognize the role of subcontractors 
in the industrial base; but as PIA noted earlier, 
participation will not be further enhanced by mandatory 
domestic sourcing as much as it will be through the 
incentives to participate. Section 214 is not targeted to a 
critical industrial resource or technology. We are reluctant 
to support domestic sourcing indiscriminately. It is 
unnecessary and potentially expensive. 

8) Section 302 of the bill. Under the legislation, 
authority is provided to stockpile not only critical 
commodities, but also materials and components in sufficient 
quantities to meet the defense mobilization needs. Here 
again, in our view, the intent is well-meaning. There is no 
reason why the nation's stockpiles should be restricted to 
the basic raw materials of manufacturing for which we are 
foreign dependent. But the expansion of the authority to 
include components and other subassemblies must bring with 
it some caution. The stockpile managers must be very 
selective in the components that are included. The General 
Accounting Office has investigated, and several committees 
of the Congress have held hearings on, items which the 
government has purchased and stored, only to find out later 
that the configuration changed, or the system is out of 
production. The difficulties in meeting the logistics needs 
of the Government might be increased if this authority is 
not managed properly. 
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Senator DixoN. Thank you very much, Mr. Gross. 

Mr. Moore, let me ask you this. Would you be supportive of ex- 
tending the reach of the Defense Production Act to permit projects 
directed at improving processes to increase production efHciency? 

Mr. Moore. Senator, certainly. That seems very appropriate. 

Speaking for our industry, we deal with processes as much as we 
do products. If you look at amything in this room except the people 
in it — and that includes the materials made in their clothing — ev- 
erything is either made by a machine tool or made because the ma- 
chine tool helped build the machinery that made that product. In- 
cluded in that is the different processes that go into making those 
particular products. 

So I think that including process improvement is very appropri- 
ate. 

Senator Dixon. Thank you very much. 

Mr. Amacker, the distinguished chairmein of this committee 
asked me to ask you a question before he left. Senator Ri^le. He 
says: 

EXON-FLOKIO PKOVISIONS 

Mr. Amacker, you state on page 9 of your testimony that the 
American Electronics Association has concerns about foreign acqui- 
sitions of U.S. defense companies but your association has not yet 
taken a position on whether the Exon-Florio provisions of the DPA 
should be strengthened. 

Can you describe for this committee what your association's con- 
cerns are and how you believe this committee should deal with 
them? 

Mr. Amackek. Yes, sir. 

To separate the AEA position from the company position on ps^ 
9, I also made a disclaimer in there that some of the things are my 
opinions as compared to being the AEA's position as the thing is 
read into the record. 

As of this time, the Board of Directors of the AEA has not taken 
a direct position on the Florio provisions. It is a matter of — even 
though the inclination is to be very sympathetic in terms of the of- 
ftcers of the association, it requires the board approval, and so that 
is why there has been nothing forthcoming as of this time. 

Senator Dixon. Is there a possibility that in the next several 
months something of that kind would occur? We will be marking 
up this. 

Mr. Amacker. Yes, sir. 

Senator Dixon. And, incidentally, I want you all to know this, 
particularly this panel, which probably has a direct interest in It, 
as distinguished from the more generic interest of the previous 
panel. We expect to mark up in the very early spring on this, and 
so if you have an official position of your association that could be 
transmitted to Chairman Riegle or this member it would be vadua- 
ble to us. 

Mr. Amacker. Yes, sir. We certainly will be acting on that short- 
ly, and I believe you will be favorably pleased with the outcome. 

Senator Dixon. I thank you, Mr. Amacker. 
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Mr. Gross, in PIA'b commenta on title II of S. 1379 you mention 
benefit flowing to the investing entity, and I would like for you, if 
you would, to elaborate on that a little. 

Mr. Gross. Well, as we read the proposed law, there are incen- 
tives to the prime contractor — it says "contractor" — for rewards for 
investments and cost reductions, and there is nothing in that — if 
those cost reductions come from the subcontractor, which they 
often do, as we read it right now, there isn't anything that neces- 
sarily flows that down to where the retil savings and investments 
come from. 

Senator Ddcon. In section 111, you suggest that alternate sources 
of critical industrial resources and critical technologies need not be 
source of identical resources or technologies, but isn't that the 
whole purpose of expanding production? 

Mr. Gross. Well, yes, it is, but there — like in so many other 
issues in this defense industrial base, there are actusdly conflicting 
needs, and I go back to the CSIS three goals, which I think are 
very, very good. The need for peacetime efficiency I think conflicts 
to some extent with the need for wartime surge capability. War- 
time surge capability is very expensive. 

Senator Ddcon. Believe it or not, I agree with that. 

Mr. Gross. And if you add that expense in peacetime, you prob- 
ably can't afford it. But even more important to innovative subcon- 
tractors, the need to have technological superiority I think can con- 
flict with both of those other goEiIs, and particularly the innovative 
subcontractor, which Leach is certainly one, too. when we are in- 
vesting in our technology for defense purposes and it is proprietary 
and in the guise of — really we sometimes think — of expanding the 
industrial base, DOD says you have got to give that technology 
away — and I mean literally give it away to a competitor — then it 
is no longer worthwhile for us to invest in the defense industrial 
area. 

So there is the technoli^y leadership gotd competing with the 
peacetime efflcency and the surge capacity goal, and it is a balanc- 
mg act, and it requires judgment, and I liked Bob Costello's com- 
ment that we have got to — move out of the no-risk environment. 
We must be willing to make the decisions that are risky decisions, 
that, include balancing off this industrial base goal ageiinst that 
goal. We want it nice and clean and easy where we only make the 
ea^ no trade off decisions and this will not achieve our objectives. 

Senator Dkon. As you know, in my past experiences with a 
number of other pieces of legislation that you are obviously famil- 
iar with I have been very active in trying to protect the proprie- 
tary interests of business concerns in the country. I remember 
spending an entire Saturday with business leaders m my State on 
a pretty day when golf would have been a better tdtemative dis- 
cussing proprietary interests. I hope some in this room remember 
we protected them, I think, pretty well in other legislation I have 
cosponsored in the past or in which I have been a principal spon- 
sor, and I agree entirely with the thrust of those remarks by all 
three of you. 
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I regret to tell you I have a commitment at noon with the major- 
ity leader and some others on matters of great importance concern- 
ing concluding reconciliation and some other things by Monday, 
which prevents me from pursuing this at greater length. 

Incidentally, I understand that Chairman Riegle and Senator 
Heinz have statements to be in the record. We will ask that they be 
reproduced in the record as well. 

[The complete prepared statements of Senators Riegle and Heinz 
follow:] 

PREPARED STATEMENT OF SENATOR RIEGLE 

In July of this year the Banking Committee began a series of 
hearings on whether the American economy is in decline in rela- 
tion to its main economic competitors, and if so what the implica- 
tions of this are for our national defense and political position in 
the world. Senator Dixon has for some time been concerned about 
these same issues and in particular the decline of our defense in- 
dustral base. 

On July 24th, Senators Dixon, Heinz, Shelby, Wirth and 
D'Amato introduced S. 1379 a bill designed to strengthen our de- 
fense industrial base by amending the Defense Production Act 
Today's hearing and another hearing scheduled for next Tuesdf^ 
will focus on that particular bill. 

I want to commend Senator Dixon and the other authors of this 
bill for their work. The issue of how to reverse our relative indus- 
trial decline is of the greatest importance. I assure you this Com- 
mittee will miike that a priority issue during my chairmanship. 

PREPARED STATEMENT OF SENATOR HEINZ 

This is the third hearing on our defense industrial base and pro- 
posed changes in the Defense Production Act, and it comes at a 
most appropriate time — precisely when our manufacturing base is 
facing its greatest attack. Ironically the threat in this case comes 
from our own Administration. 

There have been some significant developments in the last few 
weeks within the Administration that are not only deeply disturb- 
ing but profoundly dangerous to our future as a world leader. I 
refer to what appear to be systematic efforts to destroy anything the 
government is doing on behalf of critical technoI<^ea. 

For example, the Defense Department until yesterday when we 
caught them w£is apparently in the process of shutting down new 
DARPA funding for research into high definition systems and dis- 
plays and was investigating how to cancel awards that have al- 
ready been announced. Other DARPA funding may also be jeopard- 
ized £is well. This effort to root out the last vestiges of government 
support for HDTV goes hand in hand with the apparently success- 
ful effort by the Office of Management and Budget and the Council 
of Economic Advisors to block any effort by the Commerce Depart- 
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ment to develop a strategy for this industry or even to acknowledge 
that it is important. 

Not entirely coincidentally, the Defense Department has also de- 
cided to terminate the Defense Manufacturing Board by next 
spring. The Board has several advisory groups examining how the 
U.S. can establish efforts in high definition system that are critical 
for military control and command functions. 

I also understand that funding for Commerce's Technology Asses- 
sent program will be reduced, and that further government support 
for Sematech is jeopardized as well. 

For some reason, Mr. President, this Administration seems so 
terrified of what we have come to call "the IP word" — industrial 
policy — that they are perfectly prepared to sell out America's tech- 
nologicfd future in favor of a misguided view of how the world trad- 
ing system operates. 

Every schoolchild knows that the eagle is our national symbol, 
representing a spirt of alert engagement in the world. There are 
apparently those in the Administration who would take their spirit 
from a bird of a different feather — the ostrich — and bury their 
heads in the sfinds rather thfin face demger. 

Mr. Chairman, we all know it's going to take a lot more them 
amending the Defense Production Act to turn this situation 
around, but today's hearing provides a timely opportunity to dis- 
cuss it and to develop a Congressional consensus on how to move 
forward. 

Senator Dixon. We will keep the record open until December for 
further information that will be accumulated. 

We thank you all very much for attending today. 

Mr. Amacker. Thank you, Senator. 

Senator Dixon. This meeting is adjourned. 

[Whereupon, at 11:52 a.m., the committee was adjourned.] 

[Response to written questions and additional material supplied 
for the record follow:] 
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Committee on Banklaf, Bovine and Dilan Atfain 
UASoiate 

gTATKHEMT OF 

COMMnTEE OF AMERICAM AMMOHITIOH MAMOFACrnRBBS 



Hr. Chairman and Members tH the Committee, the Committee of Amerlean 
Ammunition ManufBcturera CCAAM") la an ad hoc committee of U.S. ammunition 
companies whoae purpose Is to promote national defense and a viable defenae industrial 
base. See Attachment 1 for a list of CAAM members. 

At the outset, CAAM wishes to express its support for 9. 1ST9, the Defense 
Production Act Amendments of 19S9. We are particularly pleased that It includes 
sections concerning procurement of critical Items of supply, unfairly priced offers from 
non-domestic sources, unfair trade praetlcea. critical technologies, the Integration ot 
national security and economic policies, and the assessment of Industrial responsiveness 
capabilities. We would also like to commend the sponsor of this legislation. Senator Alan 
J. Dlion (D-IL), who has been in the forefront of important defense Issues, particularly 
those affecting the defense industrial base. 

As producers of conventional munitions, CAAM has been concerned about 
the deteriorating defense industrial base. According to former Secretary of Defense 
Frank Carlucci, "[t]he industrial base is sn integral part of our national securityi a 
strong base is, therefore, an important deterrent to conflict." However, recent studies 
have revealed serious erosion in the base, in his annual report to Congress for fiscal year 
1988 then-Secretary of Defense Casper Weinberger warned that continued erosion of the 
industrial base could "rob the United States of technical expertise neceasary for long- 
term economic survival" and "could alternately lead to a 'hollow defense' If vigorous 
action is not taken now." 
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More recently, report! prepared by Costello and the Center for Strategic & 
International Studies ("CBIS^ have highlighted some of the aerloiu problems eonfrontlnf 
the defense Industrial base. The Costello report pointed out that the United States la no 
longer "self-sufficient In all easentlal materials or Industries required to maintain • 
itrang national defense." It recomniended that new strategies be developed to meet 
national secorlty reqalrenenti and that incentives be establlahed to ensure domettlc 
manufacturing capabilities for certain defense products. However, the biggest obstacle 
to rebuilding the Industrial base Is complexity of the problem. There Is slmplj no simple 
solution. The enormity of the defense industry, compounded by cumbersome contracting 
regulations and a declining defense budget, make It difficult to develop effective 
remedial action. 

The munition* Industry [« deeply affected by problemg in the industrial base, 
particularly excessive regulations and the declining defense budget. The C8IS report 
describes how the military specifications for certain ammunition products are so rigid 
and antiquated that they substantially Increase the cost and the amount of tine It takes 
to produce a product. In addition, CAAM believes the mllltary'a reliance on "competition 
for competition's sake" misconstrues the Competition In Contracting Act and allows 
price to dominate contract awards at the eipense of other equally Important factors, 
such as quality and reliability, to the detrement of defense industries and the Defense 
Department. Reduced defense spending also has a significant adverse effect on 
ammunition — a critical item which requires long lead-tiines for production. A recent 
analysis of Industrial mobiltxation responsiveness by the U.S. Army graphically Illustrates 
this problem. Of 13T "war stopper" ammunition Items, 92 would meet planning 
requirements within one year, 14 would take two yean, and Jl — almost 2S percent — 
could not even meet such requirements within three years. 

The length of the production process means that the adequacy of war 
reserves becomes a critical issue. On the sixth day of the Yom Kippur War In 19T3, 



db, Google 



Israeli armed torcei were almost oul of ammunition and needed an llth-tiour airlttt by 
the United States to ensure their survival. As General Richard H. Thompson testified in 
1987, the Middle East conflict "graphically showed how fast materiel can be consumed in 
intense conflict ■- the very type of conflict which represents the greatest danger to our 
national survival." It also "taught us that we could not quickly replace the materiel we 
provided Israel." Unfortunately, stockpiles of these critical Items have been inadequte to 
ensure our national defense. In Vietnam, there was a 'dramatic drawdown" of 
ammunition reserves because of the "alarming" magnitude by which anticipated 
consumption rates were exceeded. However, despite this experience, the United Slates' 
munitions stockpiles were characterized in 19BS as "In pitifully sad shape compared to 
where they ought to be." The Army would appear to readily concur. In evaluating the 
level of war reserves, the stockpile of preferred munitions was only 65 percent of needed 
levels last year. By FY 1991, the Army foresees a "significant decrease In ammunition," 
with the [ill level declining to a meager SO percent of requirements. 

Consequently, CAAM actively supports Senator Dixon's efforts .to 
reauthorize the Defense Production Act. Specifically, Title II of the legislation 
addresses an issue of great importance to CAAM: procurement of critical itema of 
supply. This provlson would require the President to establish an acquisition policy which 
permits a departmental secretary or an agency bead to restrict competition for the 
procurement of critical items of supply to domestic sources. Each procurement would be 
limited to "the minimum aggregate quantity necessary to sustain at least one domeatlc 

It would apply to subcontract solicitations for major systems or other 
specified procurements, by requiring that they specify the minimum percentage of the 
total estimated value of the contract that must be performed by one or more domestic 
firms. In addition, the solicitations would require a subcontracting plan to Indicate how 
this objective would be achieved. The amount of domestic content would be accorded 
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not len tb*n ID percent of the total evaluation points for all source selection factor* 
■peelfied in the Bolicitatioa. Additional welKtit MoiUd be given often which exceed the 
minimum level of domestic content. Finally, the provision requires the Secretary of 
Defense to determine what items of supply are critical and to publish a list of such 
oritieal Items. 

CAAH •upporti the critical items provision because It safeguards our 
nttiolnal security by ensuring that the defense industrial base will maintain critical Itemt 
of nq^ly. Preserving adequate production levels of critical items within the defense 
Induttrlal bate will help keep a warm base tor readiness capabilities and surge 
requirements. 

However, while CAAM strongly supports the Inclusion of this provtaion, we 
note that the current language merely allows, but docs not require, restricted 
procurement. We are therefore concerned that this authority may not be exercised. We 
•uggest that you contider requiring departmental secretaries and agency heads to restrict 
competition for such contracts to domestic sources unless they determine that such 
action is not needed to sustain readiness. We believe that this shift in the structure of 
the provision would be more likely to result in procurement from domestic sources while, 
at the same time, give the military the flexibility to buy toreign goods when defense 
readiness is adequate. We have drafted some suESested iBnEuagc tor your review. See 



The United Slates cannot afford to abaniton its self-sufticienoy In 
ammunition production. Ammunition manufacturing Is a very complicated process 
requirli^ sophisticated technology and highly skilled workers in order to meet exacting 
military specifications. In a crisis, our nation would face severe consequences if 
conventional ammunition tacllitles had ceased production and did not have the capability 
to supply our soldiers. U.S. ammunition manufacturers cannot turn to commercial 
markets to ensure the orders needed to maintain production and earnings. [)ctense 
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oompuilei met tlwrefore dependant upon government poUclet, Includtng defeon 
requirement! and budgets, for their lUFvival. Should the U.S. government permit the 
ammunition base to deteriorate, the consequences to our national teeurtty will beaevare. 

Significantly, it Is not only the private sector that undentands tin 
Importance of the ammunition production base. In a report to the House Committee on 
Appropriations In December 1986. the Auittant Secretary of Defense tor Acquisition snd 
Logistics emphaslied that "lajmmunition production capability U enential to th* 
deterence, fighting, and winning of a war. As such, preservation of the ammunition 
production base takes precedence over other political and economic eontlderatlons." The 
198D Defense Science Board's Summer Study Task Force on Industrial Responsiveness pat 
the issue more bluntly: "A soldier can survive forever without mail, 30 day* without 
food, 3 days without water, 1 minutes without sir, but not a second without ammunition.* 

In conclusion, CAAM Is very si^portlve of Senator Dixon's pr^osal to 
reauthorlie the Defense Production Act. CAAH applauds his foresight with regard to 
th* Investment needed to sustain the defense Industrial base to ensure manufacturing 
ability and technology growth that k«ep« paea with U.S. military requirement*. 
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ATTACHMENT 1 
X)MMrn'EE OF AMERICAN AMMONITIOM MAOTJFACTDRER8 

Armtec Defense Products Company 

Bulova Systems & Instruments Cmporatton 

Chamberlain Hanufacturing Corporation 

Hercules Aerol^>ace Ordnance Group 
Hercules, Inc. 

Intercontinental Manufacturing Company 

Kaiser Aluminum and Chemical Corporation 

NI Industries, Inc. 

Nuclear Metals, Inc. 

Olin Corporation 
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ATTACHHENT 2 



FROCUREMEMTOr CKHICAL fTtMB 



lECl. PROCUREHENTOFCItmCALITEinOrniPPLT. 



*S SS)0. PiMUKUMl of eriliul IUa> «f MVPlT 

-(■) REGISTRY OF MOBILIZATION ?RODDCTIOH BASE SU7PUERS. - IM 
BtercUry of D«rcnM ahtll cttmblldi and nnlntBln a rtg lim of meblilsatlon production 
I auppliin for all eritleal Itant of at^p'y uHotlal to nalnuin adtquatc dtttnat 



"(b1 RESTRICTED COMPETtTION. - 0) Exeopt at provided In partfr^ih (J), tht 
btad of an aienci ibalJ rtitrjet to moblliiaiton production bat* tnppllcrs tha eompctttlea 
for all or ■ portion ot ■ contract opportunity to CulfUl (uch agxic^ raqulramcnti for tlw 
procuramant of critical lltmi of aiqiply. 

■12) The limitation In paracraph (1) ahall not apply If tht btad of tba •§•>«¥ 

ebncamad, with tba eoneurrcnea or the Secretary of the Army, detemtnea. In writing, 
that reitrletlon of competition to moblliiation prodaatioii baac npplltts It not raaaon- 
ably naeauary to tiutaln adequate defence raadineit, and aati (ortb llw raaaona for aaid 
determination.". 

- The amendment made by nbaeoUen (a) ataall baeome 

It tha baglnnlnc of aueh 
* louowuv new iiami 

"1130. Praeuramant of eritieal Itama of np^.". 
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Testimony on Behalf 

of the 

Bethlehem Steel Corporation 

to the 

Committee on Banking, Finance and Urban Affairs 

U.S. Senate 

November 17, 1989 

by 

Roger P. Penny 

Senior Vice President, Operations 
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On b«h«l£ of BethlflhflB Steel corporation, I aa plflas«a to 

have the opportunity to submit thla statement to the SBnate 
Banking, Housing dnd Urban Affairs Committee in support of 3. 1379, 
A bill to reauthorize and amend the Defense Production Act of 
1950 Title III of the Defense Production Act encourages 
inveatment by the private sector in facilities needed for national 
defense with minimal cost and minimal rink to the Federal 
Government. The Incentives for private sector investment in the 
defense Industrial base are through product purchase guarantees* 

A DPA Title 111 project of particular interest to domestic 
■teel plate producers involves the production of accelerated cooled 
*nd direct quenched (AC/DQI steelfl, « project that will have 
positive effects on dcnneBtic plate production capabilities. The 
lesulting technical benefits will be improved mechanical properties 
of steel plate reduced dependency on strategic alloying materials 
{particularly chromium) and reduced processing requirements for 
manufacture of plate and the products made from plate. Domestic 
liCJOQ capabilities will therefore reduce the costs that the 
Department of Defense would incur for ships tanks and other 
products made primarily frooi steel plate. Additionally, AC/DQ 
capabilities will improve the international competitiveness of the 
domestic steel industry in non-defense, commercial markets as the 
technology will be advantageous for the production of bob* piste 
grades for civilian applications. 

As our nation's leading plate producer, we have for years 
been studying the potential for AC/DQ technology. Our own 
— -■■ ....... „ith whic' ■■ 



familiar, po 


int to the same eonclu 


Elons, 


, Specifically, the 


Civilian commercial market, on 


its 




is insufficient to support 


the $15-20 Ri 


illion capital investm 




■quired to install AC/DQ 


facilities a 








decision to invest In these 


facilities m 


ust be largely jusl 


tifi 


ed by 


anticipated steel plate 


orders for d 


efense application: 




Howevf 


!r uncertainties associated 


with defense 






beoai 


ise of political, budgetary. 






riski 


i that Bethlehem Steel 




and, we believe e- 


rery 


othe. 




will be unwi 


lling to absorb ■; 


rhuB 


, ris) 


[•reducing incentivea, auCh 










iioned in the DPA Title III 


Program are 


required for the i 




tsl il 


ivestment The quaranteeS 






of the anticipated production 


vould be for 


defense purposes. 








He 


support the establ: 


Lshm 


ent of the Dafenie Production Act 


Fund deacrib 




>ill 


He 


believe that the revolving 


fund mechani 


sm will be an effei 






.cle to provide the purchase 


guarantees r 


equired for OPA TH 


tie 


in p. 




prove unnece 


ssary to draw upon 


the 




lies for the direct purchaae 




tes by the Defense 


Dep 






adequate bal 


ance and duration. 






ide the assurances needed to 


3?f5i!? ;!■;. 


capital Investment 


nee 


ded for Boderniiation of our 



defense Industclal base. 



db, Google 



128 

National "Dmlhigi: Macliiiijn<>: Association 



STATEHEHT SUBMITTED I 



PRESIDENT 

NATIONAL TOOLING G MACHINING ASSOCIATION 
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UNITED STATES SENATE 
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Thank you Kr. Chalraan tor allowing tha Hatlonal Tooling and 
Machining Association (NHU) to subiiit tastiaony in support of 
S.1379, th« "Defsnsa Product Act Aaandnanta of 19S9." 

HTHA la a non>profit organization conposad of nearly 3,200 
contract precision Bachining, tool, dia, mold, diacaating, and 
•l^cial Bachlning companias throughout tha Dnitad States. The 
industry suppliaa tha nacaasary precision tooling and nachining 
for such vital industries as defense, autoDotive, aerospace, 
■lactroniCB, ordnance, transportation, nuclear and others. The 
Majority of firms in tha industry are small, averaging 23 
eaployaes and are privately owned and operated. The men and 
woaen who saXe up this industry are skilled crafts-people who 
oustop design aguipmant used to manufacture, by mass 
production, thousands of precision parts and components to 
Include parts for planes, ships, weapons systems, and car 
anginas. 

MTHA was formed in 1943 when the war mobilization effort rested 
on tha ability of our industry to convert rapidly from 
commercial to military production. That mobilization, the 
biggest in the history of tha world, could not have occurred 
without tha machinists, tool and dia makers and mold makers who 
made the bulk of the parts and components for everything from 
rifles ta every major system in tha air or on the land or sea. 
The draft exemptions granted workers In our industry by the 
Selective Service reflected their importance and the 
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recognition that a four or flva yaar appranticeahip ia 
nacaaaacy to raplaca any induatry workar. 

Hitb thla as a bac)cground, it la not difficult to understand 
our atrong aupport tor S.1379, tlia "Dotanaa Production Act 
Apandvanta of 1.9B9," introduced by Senator Alan Dixon and 
coaponaorad by Sanatora Hainz, Shelby, wirth, and D'Aaato. Ve 
believe the concept bablnd S.1379 is unassailable. S.1379 Is 
based on the preaise that the U.S. Dafenae Industrial Base must 
be capable of providing necessary sanufacturad conponenta and 
equipment for the dafenae of our country during a war. 

HTMA supports the enhanced antitrust protections tor sanctioned 
industry consortia; and is encouraged by the interest shown in 
offaets and applauda the Act'a stabilizing provisions and 
expanaion of the Defense Production Act Fund. 

CHAMCM A wn rBar.T.imnga 

Our industry is in the process of passive changes, which 
challenge the innovativaness, aanagenent skills, and financial 
raaourcea of NTMA's neaberahip. Our nenbers Bust rise to the 
challenge to change process technologies, which have undergone 
rapid conversion fron old-line Mechanical controls to 
copputer-driven lasers. They are challenged to upgrade their 
work force to fit with the new capital and technologies. They 
are challenged to adapt to tha deoandB of their cuatomars as 
they are undergoing rapid technological change and a 
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restructuring in ttia way thay do bualnHs - naw procassaa, naw 
matcriala, finar tolarancaa and apaclfi cations, and naw 
business locations. 

Now wa find oursalvas facing another truly significant 
challanga: international conqpatitlon. He are seeing tha 
coBpetitive environaent around tbe world change rapidly and, 
substantially because of three «ajor factors: 

— The Bovement offshore of najor U.S. Manufacturing facllltias 
with tha corresponding purchase offshore of supporting tools, 
dies and nolds; 

— The davalopaent of Increasingly high-level technical 
expertise and skills by foreign tiras (largely aa a result of 
past U.S. policies to strengthen these foreign economies) i. and, 

— The favorable economics of foreign firms based on such 
factors as government subsidies, lower cost of capital, lower 
employee benefit costs and fewer mandated costs imposed by 
govemjoent regulation. 



While our members subscribe to free and open comi^tition, these 
factors have placed unrealistic capital burdens on small 
owner-operated businesses. 
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Hhlla tbasa fact:ora effect danast:ic aconaBlcs, Uta balance of 
trad* which Includes technology, has not bean favorable to ths 
U.S. and we feel these factors have combined to cause an 
erosion of the U.S. Industrial base. He believe further that 
our nation needs to "wake-up" and realize that we can no longer 
"gear up" rapidly to neet ensrgencies as we did in World War 
II, and that we can no longer afford the financial burden of 
mobilization aa we have In the past. In addition, we aust 
realize that we are now, in some areas, technologically 
dependent on other nations to provide parts and components to 
keep soae of our aajor weapons systeDs operable. 

Last June the retiring Ar>y Chief of Staff noted that 
munitions, spare parts, and systems would last only three 
■onths in a war scenario, and that it would take nine months 
for defense production to catch up. 

DEFKIISE PROOTCTIOH ACT FPHD 

As far back ae 1980 the report of the House Armed Services 
Defense Industrial Base Panel noted that the small contractor 
and subcontractor base was the weakest link in the industrial 
base. At the sane tiaa, the withdrawal of European short and 
Intarmadiate range nuclear missiles and ongoing nuclear 
reduction negotiations make the conventional defense industrial 
base all the more important to our national security. 
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R*c«nt hiatory shovs that cuts In th* dmtmnm* budget ar* 
invariably fait loost aaveraly in the aras ef raadinasa. Major 
syatams will continue in davelopnsnt, whil* exiating ayatams 
will lacK the spare parta with which to function. The small 
flma, which are nimble and can respond nore quickly in tines 
of national eaergency, will wither. The larger and less nimble 
prime contractors, who are becoming even nore dependent on 
small suppllera, will survive. 

If there ia a national sDargency, there may not be enough of 

the former to support a Doblllzation. In the private sector 
these snail firms have already suffered along with their U.S. 
customers in the automotive, computer, electronics, appliance 
and other Import- impacted sectors. 

He believe that the provisions in S.13T9 relative to the 
Defense Production Act Fund are sound and represent a 
significant step forward in providing for the enhancement of 
the ■odemlzation effort required by our Industry in order to 
maintain its competitiveness with not only intemetlonal 
coppetition, but to keep pace with the technology required to 
keep the industrial base current and self-reliant. The 
principles of the Fund replenishment ia fiscally responsible 
and we would hope that government funds derived from sales 
would include those real properties which have bean declared 
excess. Fund availability should be aimed at keeping the 
IndustriBl base broad and not Merely concentrated on any 
particular core group. 
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H« baliave that tha U.S. Daf«na« Industrisl Ba«* mat ba 
capable of providing nacasasEy Bonufacturad goods for tha 
dafansa of our country during a war. Ha support legislation 
which would raquira the President, to tha maximua extent 
practlcabla, to liait sourcing to U.S. providers of parts and 
coBponents, unless the President determinaa that domestic firms 
cannot meet anticipated surga production needs for at least six 
months. 

The Pentagon should take a look at the U.S industrial base 
bttCore making procuranent daclsiona. Ha baliava the evidence 

of past neglect in that regard is so evident that there can be 

no raasonabla argunant against such a mandate. 

STREMGTHEMIHG AMTITRUST PROTECTIOMS 

3.1379 amends section 125 to provlda antitrust protections for 
sanctioned industry consortia. This amendment would allow 
firms to pool resourcas to purchase raw materials, collect and 
■hara Information on production costs, markating, manufacturing 
and distribution capacities for purposes of jointly 
manufacturing products thereby preserving America's 
coiQietltiveness and encouraging entrance into export markets. 
At present, small U.S. manufacturing firms are at a severe 
conpetitlva disadvantage because they are not allowed to join 
together doMestlcally in consortiums, except under the 
impacfact form of an export trading company (which wa have 
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farai*d Cor our ■Bubership) . Section 135 of S.1379 as writtan 
would allow D.S. flrns to obtain cvrtificatos of axcKptioii trom 
0.5. antitruat laws. Hhila this provision is a atap in the 
right dlraction, NTHA propoaeB an aaendaent to saction 125 of 
S.1379. HTIU proposas that thia aaction be amended to include 
a slBplifled process for small business, i.e. a notification 
process so ttiat small companies may more readily particlpat* in 
the sanctionad industry consortia which will permit firms to 
pool resources and receive antitrust protactions authorized 
under the bill. 

Currently, Section 125 proposes a certification process tor all 
companies who wish to join in a consortia in order to receive 
the limited antitrust protections specified. Applicants would 
need to go through a lengthy, and likely costly, process before 
receiving a certificate from the Attorney General and the 
Chaiman oC the Federal Trade Commission (FTC), including a 
90-day notice in the Federal Register. 

Small ccmpanles such as the tooling and machining shops which 
comprise the membership of irnu, operate on a 
contract-to-contract basis with short production runs and quick 
tum-around timea. ours ia a customized service industry and a 
rapid reaponae to a buyer is easentlal, with submission of 
quotes normally expected within 30 days. I.e. coivetition ia 
highly senaitiva. Caahflow for a amall company fluctuates on a 
daily besia and there Is limited excess capital. The present 
certification process could require substantial time and 
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, and probably tb« E«t«ntlan of apaclal oounsal. 
Consaqusntly, tb* certification procass is a real datarr«nt to 
partioipation by Many B>all businaaseB. 

A notification process for snail copanias whosa aggragata 
nuabar of anployaes is 500 or lass (the SBA snail business size 
standard applicable to noat types of nanufacturing, Including 
•atal fabrication) , would nora readily permit amall businesses 
to benefit froB antitrust protection should thay wish to join 
together, usually in a ona-tina grouping to target a single 
opportunity or to neat a specific one-tine need. It is 
envisioned that snail businesses would provide notification to 
the Dapartuent ot Justice and the FTC of their intent to enter 
into a aanctionad industry consortia and the consortia would be 
authorised to proceed unless notified to the contrary within 10 
working days. 



Thaaa types of joint ventures aze used extensively by our najor 
trading partners such as West Gemany, Japan, Sweden and Italy. 
This concept is of critical inportance to snail U.S. finoa and 
Senator Dixon should be coiwilimanted on his recognition of the 
trend in the last decada toward downsizing of Manufacturing 
facilities. SMall tima in high technology fields are greatly 
restricted by the high cost of capital in their efforts to set 
up autoaated flexible nanufacturing systans which this 
amendnant addresses. Acting alraie, snail conpenles find It 
difficult to upgrade their production facilities, but allowed 
to operate jointly, tha U.S. can also reap the benefits of 
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th«B« allianasB. KTtU strongly aupports paaaags of this 



Of further concern to NTMA and its ■•abers Is tha currant D.S. 
oftsat policy, 

OFFSET PnT,TCT;;S 

Many Europeans beli«va that the post-Horld War II aconoslc 
order has changad fundansntally to favor them. They s«s a 
world in which •cononic, and even political powar, is baing 
sbared on a trilateral basis snong the United States, Japan 

and Europe. 

This attitud* lies behind th* fisroe coMpatition from Europs 
that Aaarican saall businesses face. It is an attitude that 
qives rise to nassive European subsidies for business and to 
rastrictiva, quasi -protectionist policies of Europe including 
their infamous offset policies. 

Europe may expand the requeat for offset or trad* reciprocity 
required of U.S. companies seeking to sell into tha European 
market. In other words, the large offsets inq^osad by the 
Europaan countries for military sales may be Imposed on anallei 
sales, gradually affecting mors and more U.S. companies. 
Including members of our own Association. 
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A bri«f atatCBsnt la n«ad*d about thla isaiw bacsusa offsat is 
a troubling indax of the forcas wa now faca a» a country for 
doing business In Europ*. Every country in Europe bas an 
offset policy yat Anarica does not bav* such a policy. 

The practice of desanding offset or oandated reciprocity fron 
V.S. coapanles began with tba General Dynaaics P-16 sale to a 
consortlun of NATO countries in 1975 and with the Swiss 
purchase of Northrop's P-5 in the saMe year, offset in the 
first caae tor the P-IG included aainly a co-production 
agreement, where a certain percentage of the planes had to be 
constructed in Europe (the Netherlands) aa part of General 
Dynaaic's price for naking the sale. Northrop had to commit to 
export a value of products fro> Switzerland equivalent to 30% 
of the $400 Billion contract. Tbe U.S. conpanles had little 
choice but to coaply with tba Euroipean offset request or lose 
the sale. This type of policy has now spread to certain other 
sectora outside the area of defense, such as 
telecoMMunications , and to countries in Europe such as Spain 
which had no offset policy before 1980. 

Other notable exanples of offset Include Raytheon's sale of the 
Patriot aissile to Hast Cermany in 1984 and Boeing's sale of 
the Airborne Warning and Control Systaa (AHACS) to Great 
Britain and Prance. (Japan was siailarly successful in 
extracting offset agreements from D.S. companies, such as in 
the recent FSX case where technology transfer and co-production 
agreements were neoesaary in order to win the sale.) 
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In my vlaw, U.S. coKpanias hava triad vary hard to «eet tJtase 
offset raquasts and should b« lat alon* by th« U.S. govemnant 
to Maka thair bast offar; having aona sala in this country is 
battar than no sala at all. 

Howavar, U.S. companias should not b« at the completa marcy of 
foreign govamnanta set on extracting every ounce of economic 
advantage out of sale, as if the goal of every European 
country, or Japan, is to be certain that all or >ost of the 
product is produced in the purchasing covintry and all or most 
of the key technology to make the product is transferred out of 
the Onited States as veil. 

THE EFFECT OF OFFSET OM SMALL BU3IMESS 

Hhy is offsat a problem for small business in this country? 
Prims contractors understandably seek help from their 
sub- contractors in coning up with ways to comply with a 
European offset raguest. Sub -contractors have risen to tba 
occasion by transferring technology overseas or by purchasing 
components fron overseas, all in order to help the prima 
contractor win the sale. 

Considerable pressure is often put on the snaller company to 
transfer technology or to purchase components from overseas. 
These actions by smaller coi^Mnies are often in their best 
interest. However, lat me be very clear. The pressure 
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gan*ratMl by attmmt on U.S. co^anl«s, whathar larq* er awill, 
to purchas* ccnponanta team foreign countrias and to 
manufacture in foraign factories is dsClnitaly not good for tha 
V.B. trade deficit. 

Offaat puts enoraous prassura on the largest U.S. companies to 
purchase coaponants troa overseas and to locate their factories 
overseas. Soae business is definitely taken away from snail 
business in the process. True, soae new aslaa nay go to the 
snail U.S. coapany aa sub-contractors, but the pressure of each 
transaction Is all in the opposite direction, to direct the 
flow of purchasing out at tha United States. 

We need an Amarican offset policy to hameos U.S. purchasing 

doutl 

It Is essential for n.s. offset policy to be directed at 
foreign countries with siailar pollciaa already in place 
(Europe, Japan, Canada and Aostralia) , and now aa D.s. 
conpaniea struggle nightily to win eitport sales. In this 
treacherous offset anvlroiwent, the D.S. colonies wist always 
be free to nake their best deal. 

Tha above countries have been aost effective In applying offset 
in cases where the purchases are made on a government basis. 
Even though U.S. government purchases froa overseas are 
relatively snail by coi^>arison with Europe, we could consider 
taking the first step by requiring offset on these purchases. 
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Dasplt* tha Buy Amarlcan policy, th« Pantagon ahould coiwidar 
r«qulTing oees«t of Buropsan co^panlaa seeking to gain entry to 
that lucrative oarket. 

A n.a. OFFSET POI.TCY SHOULD SAY! 

1) Yes, we believe In tree trade. 

2) Rather than applying Bore trade barriers with additional 
tariffs and quotas, we faelieve that large importers into the 
United States bear a special responsibility to export sore from 
this country. 

3) Ii^ports into the United states above certain levels would be 
allowed only if the importer achieved an established export 
level. (Many Third World countries now Insist that a sale into 
a country be balanced exactly with an export. European 
countries appear to say the same thing when their offset 
percentage rlaes to 100%.) 

HTHA commends your attention to the state of the defense 
industrial production base. This is a proud group of American 
crafts-people who have been critical to our industrial night in 
the past and who look to continuing to play that role for 
America in the future. 
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THE UNDER SECRETARY OF DEFENSE 



TO THE SECRETARY OF DEFENSE; 

EndoKd are Ihe results of our exainination of Ihe problems bdng the UniEed 
States defeiiKiiianufaclunng base. Oui objective was 10 identi^ the actions necessaiyto pre- 
pare the D^Kutoicni better to deal with the d)Fnamia of nanuncturing worldwide. Ibe rec- 

'"^ — weareslieadirputtiiigintoactKHiGeiueraiDUDdsixmaiarlhnisIs; ftHpngthe 

with indusliy. iinproving tbe Kqinsitioo ^fsiem; eslablidring defense induttrial 
strategic plans that sup^rt our tmlilaiy sttategjc plain: developiiig manu&cturing cqiabOi- 
ties Kincuirent with developiiMnt of weapon systeitis; laviitg the fbuiidatioii now for the tech- 
nical skill base required for tomorrow^ defense needs; and ensuring that induBtiial base 
issues important to our defense benefit from the full spectrum of potential policy retttedics, 
«4ien ap^xipiiate. 

An underlving message of this project, which is based on extensive advice from 
ittdusuy. aouJemia, and other Government agencies, is thai cooperation is an essential foun- 
dation to meeting and sustaining tlefense gMls. Our cooperation ivith indusuy. with our allies, 
wtii other agencies, and with the Congress is imperative if we are to meet ever more sophisti- 
cated requirements nsth relatively fewer resources. Through this project, we are taking the 
first st^ toward such cooperative relationships. Adiieving these relationships, however, is 
requiring a cuhive change throughout the Defortmeat Our challenge, as you nave stated on 
main occasions, is to maintain serious and ccmsistenl efforts toward this goal. I am commi cted. 
as I Vaov you are, to make this contribution. 

Attention on the defense imhtstrial base has focused on its problems, many of 
which have been characterised asinsuimountaUe. While we certainly would not claim to luve 
proposed solutiotis to all these problems, this project has shown, once again, that the nation is 
willing to assist the Depamnenl. We were most RHtunate to have the assistance of a talented 
and dedicated siaEE. as wvll as hundreds of individuals, from Nobel laureates and chief execu- 
tive ofRcers to production line engineeis, who generously gave of their lime and ideas. The 
ttation's great untapped resources of commitment and ingenuity arc our best promise that the 
security of future generations can be assured. 
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FtKEWORD 

Bj Dr. RDbert B. Costdlo 

Under Sccretaiy (rf Defense (Acquidtian) 

A competitive industrial base is key to deteiring aggression and, should that bil, 
to winning wars. Tbe direct role of our industrial base in waging war succeBfiilly has been 
demoDStnited during all major conflicts. Thus, the real thrust of tins itpon is to define De- 
partment of Defense options to ensure a strong industrial base that will enable us to react 
appropriately and successfully to any threat 

The North American industrial base provides die weapon ^ems (from rifles to 
aircraft and ships) andthemajor components (for example, radars and engines) needed by our 
armed forces. Il also provides the important logistics suf^MTt (including food, fiiel, span 
parts, clothing, ammunition, medical supplies, etc) required in wartime or peacetime to sus- 
tain operations. Our ability as a nation and a continent to supply this materiel to our armed 
forces is critical and is the reason why il was necessary to frame the action plan that is tiK 
central theme of this report. 

Defining the breadth of our industrial base is complicated; we rely on a global 
market that produces both civilian goods and militaty materiel. Additionally, our industrial 
base represents not only the capad^ and c^iability to produce goods at an ^jpropriate rate, 
but die technology upon uMch these goods are predicated. Add to this economic and effi- 
demy consideratioDS and it becomes a{^)arent that our industrial base is a highly interde- 
pendent and extremely complex 



;r of the industrial base, the Department's peacetime requirements 
generally are a small fraction of an industiy's capadty. Concomitantly, combat requirements 
are significantly larger and must be satisfied. By itself, the Department of Defense is incapable 
of sustaining the industrial base upon whidi it depends. American industry nnist, of its own 
volition, remain commerdally competidve in today's world econon^. The Department, how- 
ever, can partidpate in or lead activities that bolster American industrial competitiveness in 
worid maHcets w^iile ensuring industiy's ability to assume a direct role in su[^iting our com- 
bat requirements. 

The Department of Defense initiated thise&rt in June 1987.DuTing this period, 
(he D^artmeat obtained infonnation on bolstering industrial competitiveness from more 
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tliaii 300 Govcnunent poU^maken, induslfy leaden, acadeiniduis, and representatives of 
pnrfeuioiul aodetiea and industry atsodatioos. 

Oui study, iriiidi addresses old issues from a new pei^Kctive. was designed to 
readi a broad consensus on Department of Defense actions that would make a dithrence in 
supporting combat operatJom. We did ttot attempt to identify industiies in need of Govem- 
meni assistance nor to prescribe formulae for tbeir resuncctioiL Nor did we elaborate ai^ 
cookbook solutions; but rather we attempted to demofistrate thai (here is a rde for die De- 
partment of Defense, and there are proccoes Ah- defining, by industrial aegment, lAat might 
bedme. 

The project itself it an exan^e of the Department's efforts to forge die right 
relatioDS with industry and to explore howwe can bolster industrial ccMi^ietitiveDess to benefit 
the Department of Defense and to ensure America's pre-eminence in tomorrow's world 
eooomny. 
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CHAPTER] 
OVERVIEW 



Tbere is a growing perception among American citizens that America's indus- 
trial base is on a downhill course u> second-class status. De^ite general economic pioq)erity, 
there is concern over America's ability to compete in the international marketplace. The De- 
paitnKot of Defense also is becoming increasingly concerned. Many basic industries of im- 
portance to defense production have dedined, threatening the responsiveness of our 
industrial base. Left unchedced, such erosion could rob the United States of industrial capa- 
bilities oitical to national securi^. An efGdeni, responsive, and technically innovative indus- 
trial base is necessaiy to develop and produce high-quality, affordable defense systems and to 
maintain our ability to deter aggression or defeat potential adversaries. 

In early 1987, the Department of Defense Strategy for Bolstering Defense Indus- 
trial Competitiveness was launched. This report represents the culmination of the first phase 

of that effort. 

This report is not based upon an examination of the universe of American manu- 
facturing industries, and does not attempt to make the case that all American manu&cturing 
industries are in decline. In fact, for manyyears manubcturing has remained birly constant as 
a percentage of the United Slates gross nadonal product, indicating, generally, that the 
American manufacturing base remains healthy and productive. 

Major sectors of American industry are vital and highly compeddve in both do- 
mestic and international markets. Within other sectors that have not yet been subjected to 
intense import pressures, there are many firms that continue to compete in the domestic mar- 
ket and some that are effective competitors in international markets. Even in industries sub- 
jected to intense competition from foreign firms, some American firms have been or recently 
have become flercely competitive. 

There are, nevertiieless, serious indications of decline in sectors of the industrial 
base that are fimdamentally important to national securi^ and to continued American leader- 
ship in advanced technologies. From one sector to another, the indications are somenfiat 
irregular, but, from the defense perspective, the issue is too important to ignore and too vital 
to presume there is no problem. 

I Overview I 
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Particularly devastating in the tong-term is the loss of key production teEhnoIo- 
gies and equipment. In some vitally important technologies, such as machine tools and elec- 
tronics manufacturing equipment, the erosion has been particularly severe. These are but the 
leading edge of scores of technologies in which other nations are develc^ing the most ad- 
vanced manufacturing technologies for the most advanced products. Such lossof stfireiiiaty 
in manufocturing technologies is a particularly insidious threat to Ameiican leducdogical and 
manufacturing leadership. 

One consequence is that the Department of Defense is becoming increasing 
dependent on foreign-sourced hardware and technology in the acquisition of the technologi- 
cally superior weapon systems that are fundamental to our strategy of of^tting numerical 
inferiority with technological superiority. We caiuul reasonably «q>ect to oBsei potential ad- 
versaries' numerical superiority with only tedinological equivalence. 

We do not know how these developments ultimately will affect our security. We 
do know that they give cause for concern. Our capacity to build or replace critical force struc- 
ture independently of economic and political decisions of other sovereign powers is essential 
to our security. The Department of Defense must ensure that its actions and policies, as well as 
the actions and policies of other Government institutions, do itot weaken our manufocturing 
sector and thereby degrade the United States' security posture. . 

As we look to the future, two fundamental problems threaten Department of De- 
fense capabilities to maintain a modem inventory of technologically and qualitatively supe- 
rior military equipment The first is the environment in u^ich the D^>aTtment of Defense and 
industry conduct business. The high and rising costs of out major weapon systems appear 
driven by an acquisition system that encourages long acquisition cydes, high developmentand 
production costs, and sometimes obsolete technology. This increasingly burdensome envi- 
ronment is a cause of continuing difficulties in the Department's efforts to fulfill its responsi- 
bilities to the nation for elective, eftideni procurement of major ^sterns. 

The first problem is exacerbafed by the second — aspects of fiscal and monetary 
policy and the costs imposed on industry by some necessary but nevertheless erosive 
domestic policies. Department of Defense-related causes of problems associated with the de- 
clining competitiveness of American manufocturing industries are not the only causes of 
problems within the defense sector. The underlying causes of national competitiveness 

2 I Overview 
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probtems also apply in every re^ci to Grms wiihin the defense industrial base. However, 
defense-related problems cannot be solved if the broader national-level problems are not 
resolved. Industry clearly is appealing for the Congress and the Executive Branch to under- 
stand and appreciate better the total impact of Government actions and to provide improved 
coordination and consistency of national policy. 

Many congressional ahd executive intnisioRS into the market have negative irn* 
pacts on the competitiveness of American manu&CIuring industries. The tax code, antitmst 
laws, and Department of Defense acquisition policies frequently discourage investment in do- 
mestic production facilities and innovation by domestic producers. Some elements of United 
States law more appropriate wfien America was a more self-contained economy now are 
harmful to American industiy in the international market. Actions to adjust these laws to the 
conditions of a more intemationat marketplace have been slow and inadequate. 

Tlie Department of Defense can contribute to solutions, but cannot unilaterally 
provide them. Effective solutions will require the cooperative efforts of the Congress, Execu- 
tive Branch departments and agencies, and the public. We hope that this report will stimulate 
the beginning of that cooperative effort. 

The following chapters: explain more fully the reasons for Department of E>e- 
fense concerns about United Stales industrial vitality; discuss the nature and scope of our 
competitiveness problems and the Department's role in addressing them; explore the causes 
of and potential solutions to underlying long-term problems; and. finally, offer reconmienda- 
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CHAPTER n 
THE CX>MPLTIT'1VENESS DEBATE 

A decade of debate about industrial policy, as well as today's concern with cam- 
petitivenext, are reflections of major stnictural shifts in our economy. The many indicators of 
these changes include the declining role of the goods producing sector and the rising impor- 
tance of foreign trade and the increasing integration of worid capital markets. 

This section begins with a brief review of the debate between public policy qie- 
cialists we surveyed who warn of a broad competitive decline and those ^o believe that 
America's industrial perfonnance has been relatively good. These two groups are far apart cm 
their interpretation of (Ae^cu and correspondingly for apart on their recommendations for 
action. There are, however, some areas of agreement between tbem and considerable agree- 
ment about the role and reqmnsibilities of the Department of Defense. Framing Department 
of Defense actions in the context of these larger economic and industrial issues allows the 
segregation of the [)epartment's policies and re^wnsibilities from those of other agendes 
and highlights broad areas of policy interplay associated with Department of Defense con- 



A. UNriED STATES COMPETITIVENESS 

Tlie gauge by which analysts have measured United Stales competitiveneBS is it- 
self a matter of intense debate. The President's Commission on Industrial Competitivenen 
and other recent studies have settled on the following definition: corr^titivtnusfara natitm il 
the dtgrct to which il can, under free and fair market conditiora, produce goods and services that 
meet the test of intemaliorud markets white simultaneously maintaining and expanding the real 
incomes of its citizens. According to these studies, statistics on real wages, the trade balance, 
productivity growth, innovation, and human resources present a bleak picture of America's 
competitive status. These studies generally contend that these competitive weaknesses are 
deep-seated, structural, and not quickly remedied. Similarly, they forecast dire consequences 
if they are not reversed. 
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Sectoral Decline 

In addition to the macro-economic indicators discussed above, some analysis 
have been concerned with competitive decline at the sectoral level. In particular, ihey are coo- 
cenwd with the dedine of sttategic sectors. 

There are two senses of the term siratrgic industry, strategic for economic 
growtb. and stntegic for security. The Department of Defense concerns are most obvious 
with re^ct to the key defense-related industries that largely detennine both the quali^ of 
our instruments of deteirence and the scope of an American response to aggression should 
deterrence bil. However, strategic industries, in the economic sense of the term, also are of 

These economically strategic industries are, by and large, researdt-intensive in- 
dustries or industries thai odu'Ht important teduiological sfrillovers ot linkagtt from one in- 
dusd; to another. Perhaps the best example of wch an indusny is the semiconduGtor industry. 
Semiomductois have been reqransible for technical revolutions in supercomputers, boaw 
appliances, automobiles, telecommunications, energy, and many other products. The tele- 
conimunicatioas indusny may be another slraUffc industiy, with the potential to stimulate 
broad cost reducdons in communications, decision making, and control technologies. Hie 
low-cost availability of energy also provides a strategic tefiV to American Grms in their atal- 
ity lobe cost oonipeiitive.' OtherArai^gicindustriesmightindude computers, office equip- 
ment, Gonstrocticm and mining machinery, instruments, and many types of manufiicturing 
equipment, based on their tendency fo apart technology to other industries. Each of these 
industries has impcMtant JmJbigei to other industries. Tbey are believed to be essential to long- 
term economic growth and competitiveness.2 

Hie United States historically has been a work) leader in the eiqiloration and de- 
velopment of such strategic technologies. Some observers are concerned that even in such 
technologies, American performance has begun to slide.3 

iSee Peter T. Jones and David J. Teece, "Research Agenda on Competitiveness,'' Beikeley 

Business School, Beriieley. CA, 1987, pp. 45-51. 
2FJtf.Scherer,liMo*tfiMaiirf&B»(ft, MIT Press, 1984, esp.Ch^Mer 3, "InterindustiyTecfa- 

nology Flows in the United States," pp. 32-58. 
3W. Rnan, el ai, "The U.S. Trade Position in Wgh Technology: 1980-1986," Joint Ecomnnic 

Committee, U.S. Congress, Washington, D.C, 1986. 
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It is alleged that the Japanese, in particular, understand the importance of these 
linkages and that they strategically orchestrate public policy — in the form of research and 
development subsidies and protected domestic markets — to capture vital market shares in 
these strategic industries. American trade policy institutions have heretofore rejected this ap- 
proach and are believed by many to be incapable of mounting a strategy to counter active 
foreign trade policies. Some analy^ believe, therefore, that new institutions are required to 
accomplish these important tasks. 

B. OPPOSING VIEWS — SMART PEOPLE DISAGREE4 

There are at least three grounds for disagreement about competitive conditions 
in the United Statesamong those who have examined the issues carefully. There arc metbodo- 
logical disputes, disagreements about the interpretation of macroeconomic events, and dis- 
agreements about the interpretation of sectoral economic events. These are discussed in this 
section. There are also areas of agreement, which are discussed in the following section. It isin 
these latter areas that the Department of Defense can most effectively contribute by using its 
influence in the economic policy arena. 

Methodological disagreements pervade the competitiveness debate. Disputes 
concern both the nature of economic causation (and therefore the selection of the economic 
phenomena to be ei^lored) and the accuracy of various measures of economic health. On the 
issue of iriial causes countries to export and in^iort the mixof commodities they do, forexam- 
ple, (an issue of central importance to understanding international conqietidveness), there 
are differences in approach. While some focuson the distribution of enstingstocks of physical 
and human resources betvreen countries to justify the changing patterns of trade (the so- 
called "comparative advantage"), others concentrate on the capability for collective action to 



S.e.Twtni,'' Joonud ^ Eniwmk Uttraturt., March 1986. 
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purposefully alter patterns of trade. The procesi of economic causation that underlies these 
two views is the subject of continuing debate-^ 

Another very inqmrtant methodological issue concerns the definition oScom- 
ptlilivtntsi. The defitiition given in the previous section is absolute. Competitiveness is meaS' 
uied only by America's ability to achieve certain objectives. Others have apiK'oached the issue 
from the standpoint of our economy's perfonnance relative to our major compedtors, as well 
as to our own past performance, and have found the United States to be competitive. From 
this relative perspective, American performance is daimed to have been good with rc^KCt Us: 
manufacturing employment, capital formation, research and development spending, produc- 
tivity, and the re^Kinsiveness of oui economy in shifting from low^growth to hi^growtli 
induslries.E 

A final methodological issue is the selection of evidence for assessing cmnpeti- 
tiveness. There are definite limits on the quality and applicability of the various indicators of 
economic vitalily.7 These limits are only rarely discussed by advocates of the various polity 

positions. 

Legitimate disagreement also attends the interpretation of Ibe maao-economic 
evidence of economic decline. As pointed out in the discussion of methodological issues 
above, for example, some of the phenomena that constitute evidence of absolute conqiedtive 
decline may at the same time provide evidence of relative economic success. Moreover, some 
have argued that the causes of anyoppn/cni deterioration of our intemadonal competitiveness 
have been macro-economic in nature, for eiample, strong domestic economic growth rela- 
tive to OUI major con^titors and exchange rate patterns, rather than resulting from 



SKrugman. in Indaatri^ Chmgc and PuUk Mky, op. cil.. pp. 139-153 and "Is Free Trade 

" "" - ■- - ■ -' ■■Stem,T«' - ■ ■" ■ 

Hers €f Ken 

CamMdit Jaumal qfEewiomia 0) 1983, e^. pp. 204-2067 
ELawrence, op. cit.. pp 23-25. 
TFor a review of the quality of various economic indicators see SuppUmtntbi E 

talen: HlittiheidmdDtsa1pltHBadefniuid,]oimEBonormcConamttee,U.S. Congress, 

Washington, D.C, 1980; and FJ. Fabbozzi and H.I. Greenfield (eds), Tlk( l/anOoat l^fiM- 

miimkal aad Fhuuieial Mtasura, Dow Jones. 1984. 
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weaknesses of particular industries, low pfoAietiviQ, high unit labor costs, trade polides of 
competitor nations, or other presumed underlying weaknesses. 8 

There is also contention sunounding the appropriate public polity response to 
industty^^dfic events. In the first place, it is argued that the process of capitalist economic 
development is, has always been, and should be. one of continuing rise and fall of industries. 
Moreover, most industries are comprised of intra-sectoral strategic groups that respond quite 
differently to changing business conditions. While a broadly-defined industry may be experi- 
endng dedine, some of ils strategic groups may be performing quite oompetitivety. Polity 
aimed at encouraging iruAutry health may discourage the competitive performance or beallfa 
of intra-indusliy segments. 

Finally, serious doubts have been eiqiressed about our capabiliQ' to define a rea- 
sonable standard through which to foster particular industries. Our C4)abili9 to successfully 
pick Hvvwn and losen is believed by many to be inadequate. 9 

C AREAS OF AGREENfENT 

ITe^ite the many disagreements about the nature, scope, and policy implica- 
tions of American competitiveness, there are many areas of agreement among analysts who 
seriously have assessed our competitive posture. In this section, the most important of these 
are discussed. The Department of Defense must act with caudon in exercising its influence in 
such a non-traditional policy area. By focusing its efforts on poli<y areas where t»oad agree- 
ment exists among experts, the Department can exerdse appropriate prudence and at die 
same time not be paralyzed by di^nites about difficult issues and policy choices. 

FJnl, most agree that the nature and causes of American competitive postionB 
are very complex. Remedies must be multi-dimensioDal and probab^ will yield results only 
over the long term. 



BSee, for example. Tki EcaaaiUclUpertifthe Fmidait. 1987. pp. 97-123; and J.C. Hilkc and 
P.B. Nelson, Iiamaaoiud Cempommess and At Ttade D^Ot, Federal Trade Cammis- 



d Cempomimas and Ikt Tndt D^cU, 
son. May 1987. 

SSeeKrugman, Targeted Industrial Policies: Theory and Evidence," in /mAuMoIi 

mdl^dScFM- - - "■■"■-■ .-.-■-.•.-.- .1^= ^__^__ 

Fall 1983, pp. 



cPeUej.op.dt.; and C.Sdiultze, "Industrie Poliw: A Dissent" BnoUmnKerkw, 

1, pp. 5-12. 
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Swonrf, most agree that we have a boat of policies, laws and regulations — tax 
laws, monetaiy policies, antitrust laws, »port controls, laws protecting intellectual property 
rights, congressional appropriations, customs duties — that constitute the environinent in 
triud) domestic and foreign enterprises conduct business. There is further tnoad agreement 
that this de h.ao indiatriai policy is. at best, incoherent and, at worst, counterproductive. 
ScNiie effort should be taken to correct this situation to the degree that our political traditicnis 

TUrd. there is substantial agreement concerning many trade-related issues, ia- 
eluding Hie perception that progress toward free world trade Is increasingly threatened by 
protectionist sentiments and trading practices not regulated by the General Agreement on 
TaiiSs and Trade, lliere are, of couise. major disagreements on «4iat to do about these 
shared perceptions. 

FbuFth, there is considerable agreement on the need for increased analytkat ca- 
pability for determining the extent of foreip and domestic Govenunent siqiport for industiy 
and for assessing the inconsistencies in our domestic policies toward industiy. 

^M, there is keen recognition that several sectors of our economy have suffered 
settwidcs in the fece of international competition, but that the visibility of these industries has 
tended to overshadow the vitality of many other sectors from «4iich lessons can be learned. 

Slitt, in the areas of education policy, tax polity, research and development pol- 
iqi. and regulatoiy policy, there is much that is not being done, but that could be done, to 
improve the quality and tienbility of our nation's pool of human resources and the ability of 
our industries to compete more effectively in the international maricelplace. 

ftnoICcmost agree the Department of Defense hasauniquercqionsibili^ to for- 
mulate coherent policies both to foster a reliable defense industrial base and to reduce the 
cost of its purdiases. It is further recognized that the Department has a unique responsibility 
to mitigate threats to our security posture «4iich arise from distortions of normal patterns of 
al growth and development. 
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D. SUMMARY AND CONCLUSIONS 

The analytical and polity problems that shape the debate on American con^etj- 
tiveiKSS are extremely complex. It is dear that America's economy is in the midst of a period 
of stnictuial adjustment. This adjusimem has q>awned an intense economic policy debate 
about the appropriate re^ionse to the changing compositioa of American industry. Hie De- 
partment of Defense has a stake in the outcome of the debate, both because the overall health 
<tf the economy is important lo the Defense mission and because of the vexing issues that sur- 
round the health of particular industries upon t^ich our defense is dependent. 

Our response must have two major thnisls. First, there are broad areas of agree- 
ment among polity analysis for the need to develop radonal and effective linkages among the 
practices, regulations, and laws that together define the environment in «4iich our industries 
operaU. Althou^ the Department is not responsible for economic policy, the Department of 
Defense must do its part to foster and cooperate in such an effort. SecoiK), the Department of 
Defense must develop a strategy to Improve the capabilities of the defense industrial base. 
Such a curability has two parts. One is the capability to coordinate acquisition poliqr. This is id 
itself a di£5cull political problem requiring the co(q)erBtion of the Military Ilepartments and 
of 6ie Congress. This capability must draw upon recent progress stimulated by the npott of 
the President's Blue Ribbon Commission on Defense Management (the Pdckant Commit- 
aon), the creation of the position of Under Secretary of Defense (Acquisition), and the De- 
fense Reorganiiation Act in general. At the same time, the Department of Defense requiresa 
qrachroaized capability to analyze the structure and performance otcriikalindialria; the im- 
pacts on these industries of changes in economic policy, acquisition polity, and conditions of 
international trade: and dte development and evaluation of policy instruments aimed at foi- 
tering a healthy defense industrial base and contributing to sustainment of a healthy national 
industrial base. 
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CHAPTER in 

nauonal policy issues 



The United States Government focus on the domesticmarketplace generally has 
wnphasited gM'Oteciing the public against busiiMSS excesses, rather than also promoting the 
health of American industries. Nevertheless, the fundamental characteristics of the United 
States economic system bave provided an environmeDl conducive to business success. The 
h-eedom to reap the rewards of hard work and innovation has stimulated the creation of enor- 
mous wealth, providiog American industries with the resources and markets necessaiy to lead 
dw world in output and technology. In essence, American businesses have not needed Gov- 
enunent support to flourish, although these businesses have benefited &om research and de- 
velopment funding and purchases tied to Government programs. 

While the strengths of the United Stales economic ^stem have not changed, the 
market environment for American industries has. The change has been caused ty two trends: 

■ Physicat barriers to international trade have been greatly re- 
duced by advances in transportation and communication tech- 
nolo^es, causing an evolution from separate national markets 
to a single, integrated world market; 

• Foreign governments have adopted aggressive strategies of 
economic development, through direct and indirect subsidies 
to develop and maintain indigenous industries, the promotion 
of eqxjrts, and the creation of import barriers. 

United States institutions have not re^nded adequately or quickly enough to 
basic shifts in economic and manufacturing power among nations. More recently, American 
technological leadership also has begun to erode. Effective remedial actions are possible, 
given the national will to undertake them. However, many of the options available to the na- 
tion are beyond the traditional scope of re^ransibility and authority of the Department of 
Defense. Nevertheless, these options are oitically important to the nation's security, and, in 
the process of addressing them, a securi^ viewpoint must be considered. 

This section summarizes a range of views on the underlying causes of declining 
American industrial competitiveness, as identified by both Government and private-sectcx 
partidpanis in this effori. Not surprisingly, the causes they identified are consistent wiUi those 
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identified in the report of the President's Cwnmissioo on Industrial Competiliveness and in I 
great many recent private-sector eranuDations of the problem. 

In this section, causes of the competitiveness problem are groiq>ed into three 
major categories. Hie first category addresses management issues. These are particularly sen- 
sitive for Govemment to address without unacceptable intrusions into the private sector. Nev- 
ertheless, management is an issue that must be addressed in a continuing public (brum on die 
future economic well-being and security of the United States. 

Tlie second category addresses Federal GovenunenI polidet and practices that 
directly or indirectly affect the competitiveness of American industry. The third category ad- 
dresses educational and cultural issues. Education issues might properly be a sub-set of the 
Government policies category, but are grouped separately because they are long-tenn and 
fimdamental in nature, and involve Govemment at all levels, as well as the private sector. Tliit 
category also addresses national cultural issues, which are broad, common, and inherent^ 
difficult to resolve. The Department of Defense has litde capabili^ to address or to influence 
these issues. Even the civil agencies and departments will find these difficult to addren. There 
dearly is a role for the Govenmient. however, beginning with the need to stimulate greater 
awareness d the problems we bee and to build a national consensus to resolve them. 

A. MANUFACTURING MANAGEMENT ISSUES 

Management issues consistently were identified ir/ participants from industiy 
and scademia as the roost important causesofdedining American industrial competitiveneas. 
Hiere was a general consensus among these partidpants that American management culture 
and practJces are less elective in the global marketplace than Uiose of foreign firms. Indus- 
trial and academic partidpants in this efibrt identified numerous ^xdfic management prac- 
tices they considered harmful to American competitiveness. 

There are historical reasons for current defidendes. In the 195Ds and 1960b, 
American industry dominated world manufacturing. American manufocturers could focus on 
quantity to the neglect of quality. American manufacturers were complacent, iriiile other 
countries began building powerful new industrial infrastructures and developing sopetioi 
process teduiologf to manufacture easily-c^nained American ftfoduct designs and 
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technology. AiiKHig the results of this penod that penist today are many senior numageisniio 
continne to view the nature of matkeis as natioaal, not inunutional, and the luture of prod- 
uct requirements as £ooi/en0i<gA, aotworiddass. 

B. GOVERNMENT POUCIES AND PRACTICES 

Many Federal Govcmment policies and practices reduce the competitiveness of 
American mamifocturing companies. These potides and practices tend to be concentrated in 
the areas (tf tax, regulation, and antitnisi enforcement, but they also range broadly over a 
number of other areas, including govenunent attitudes toward domestic in&istry. 

Some of America's trading partners have taken an aggressive approach lo gain- 
ing, maintairu'ng, and expanding market share in the United States, with substantial assistance 
from their governments. Other governments have helped give key technologies a head start 
and helped coordinate development, marketing, and pricing approaches by their manufactur- 
ers. In addition to aiding their own industries' technological efforts and exports, other govern- 
ments have also created formidable non-iariff and tariff barriers to imports. The policies of 
otlm governments to subsidize and protect their iiuhistries are not matdied by the United 
States Govenunent. United Slates Government policies and acdoiatoltvd theplojiingfidd in 
international trade have been inadequate. 

Stronger, more focused efforts are required to create a "level playing field," par- 
ticolatlyirith respect to manubctured products. For example, United States tax laws should 
differentiate between ivtallh-prvdudng activities and wadlh-rt^stributing activities in treat- 
ing amortization and d^>reciation. Productive investment could receive more favorable tax 
treafinent than such activities as stodi market speculation. Rare instances of United States 
Govenutent efforts to foster domestic manubcturing are best characterized as efforts to cor- 
rect die results of prior neglect, and usually focus on lagging rather than leading industries. 

United States Govemmeni neglect of industrial compediiveness extends beyond 
the capital base and industrial technology. Conqtared with some other govetimienlx, the 
United States Government also has done veiy litde to provide or to stimulate worker traimog 
and le-lraining f«ograms in manufacturing. Limited eflbns thus &r have enqihasized 
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letraining woriceis Erom decUning industries, ami some offidals believe that even sudi liim 
efEorii are best left to the private sector. 

The absence of a focal point in the United States Goveniment to analjoe com- 
prebensivety our polides and practices toward the industriBl base in sucfa areas as tax laws, 
[«ocureineDt rules, research and devetopment polity, and technology trander policy seriously 
limits the Govenunent's ability to evaluate the elements of American competitiveness. In ad- 
dition, tbe lack of sufBdentknoi^edge of the potendal impact of proposed lawt or polides on 
the industrial base often causes inadvertent but harmful results. 

Many congressional and executive intrusioiis into the market have negative im- 
pacts on the competitiveness of American manu&cturing industries. Tbe tax code, antitrust 
laws, and D^artment of Defense acquisition policies bequently discourage invHtmenl in do- 
mestic production bdlities and imiovation by domestic producers. Some elements of United 
Stateslaw, apixtipriate «4ien tbe United States was a more self-contained economy, now are 
harmful to American industry in a global mariceL Actitma to adjust these laws to the condi- 
tions of a laon international marketplace have been slow and inadequate. 

Modem telecommunications and transportation systems have reduced signifi- 
cantly the barriers to international trade by redudng long-distance costs. This has enabled 
producers to compete for market share external to their domestic markets. Other countries, 
particulariy Japan, have taken advantage of this new market enviromnent. American [voduo- 
ers, however, have been slow to respond. For example, irfiile total UnitedStates investment in 
rescardi and development is proportionately equivalent to that of Japan, the Japanese do not 
invest heavily m defense research and development Consequently, they are able to invest 
pr oportionally more in research and development for commerdal products and procetiei. 
They also invest more in capital equipment Relative to Japan. American firms are imderin- 
vested. The Japanese worker reportedly is supported by about S48,000 in c^tal investment 
in Gtmtrast to about $32,000 for the American worker. 

TuPalides 

The absence of incentivet in tax lawfbr training of the workforce, investment in 
new plant, equifMnent, and process technology, and doubts about continuation of incentivM 
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for research and devdopnient detract from die ibOi^ of American industry to remain o 
pebtive. Relative to other industrialized nations, America's tax qsom provides Utile oi 
incentive for loag-teim investmenb. Capital gaint atid earnings on savings and in 
are taxed as onUnaiy income at relatively high rates, iriiile consumption generally is taxed at a 
lowrate, if at all. This stimulates consumption latber than saving, and results in reduced Gon- 
ial for industrial modernization and technological development. 

Elimination of tax incentives for domestic investment lias reinforced the trend to 
foreign sourcing and reduced the potentially beneficial effects of a weaker dollar on invest- 
ment decisions of American firms. A corollary effect of the elimination of investment tax in- 
centives in 1986 is a weakening of the domestic supplier base. These effects of tax law changes 
mqr be partially offset m the fiiture by lower tax rates, but the nature and extent of the inqtact 
of lower rates on investment decisions are no 



The American tax ^tero at all levels of govenunem places a heavy tax burden on 
American industry (for example: income, proper^, and labor taxes) but not on equivalent 
products manufactured elsewhere and sold in the United States. Many countries use a value- 
added tax to ensure that the products of both domestic and foreign producers are taxed 
equally andbirly, and. because of the value-added tax, are able to minimize other direct (and 
unequal) taxes on i 



During die decades of the 1960s and 1970s, American requirements for emis- 
sions, safety, and environmental controls imposed large lum-pmductivr costs on American 
manufsctureix at the expense of additional investments in productivity improvements. Hits 
broad range of socially desirable laws had, and continues to have, a major impact on manufac- 
turing costs in the United States and, in some industries (forgings, castings, and q)edalqr 
chemicals), has severe^ damaged American industries' ability to conqiete. These controls, as 
well as the costs of documenting con^liance with other requirements, such as equal 
employment opportunity, are indirect but substantial taxes imposed on the products of 
American manufoctureis but not on foreign products M>ld in die United ^tes. Similar envi- 
ronmental requirements are now being imposed by some governments elsewhere, but indus- 
tries in these countries are able to apply American-deve]<^>ed technologies at much lower 
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cost than was incurred by Ibe American industries that were forced to develop the tediaolo- 
gies, as well as to implement Aem. 

Product liabOi^ laws and court awards are becoming a major issue in the Umted 
Slates. Test and evaluation requirements necessary to protect firnis against lawsuits >re be- 
coming veiy costly. The problem is magnified by the tendent^ of the courts to hold the original 
manubcturer re^mnsible. even when substandard replacement parts have been used in the 
product The inipact on American nianufiicturera is general^ much greater because diese 
manubcturenareliableforiheproductssold to American consumers during the 1960s and 
1970s irfiea foreign products had made few inroads into the Uniied States market In srane 
cases, American firms are forced to raise the prices of new products to enable them to cover 
the liabili^ costs associated with products 20 or 30 years old. 

Antitrust Polidci 

As American industries inoeasingly are pitted against foreign govemment-led 
consortia, restrictions imposed by the Shennan Antitrust Act, the Robinson-Patnun Act Ae 
Clayton Act and Other antitrust lam become increasingly irrelevant and hannfiil to Ae intn- 
national competitiveness of American industiy. In particuUr, antitrust laws and regulatioot 
that impede cooperative research and development by American firms in both process and 
product tedmology are harmful. Restrictions were eased by the provisions of the National 
Cooperative Research Act of 1 984. But mai^ manubcturers still feel coDSttained by ccmtinu- 
ing uncertain^ with re^^wct to applications of this body of law, iriucb still creates substantial 
risks for companies in joint ventures. 

Cumncy Eachange Rates 

The high value of the dollar in recent years, relative to our major trading 
pannera' currencies (notably the J^ianese yen and West German mark), made 
American-Hnanubcnired goods less competitive in worid maricets (including in dte United 
Staus). It also influenced business dedsions of American manuEactureis — encouraging foe- 
eign-sourdng, migratioa of mamibcturing facilities, deferral of American factory Of product 
iq>giades, and redepfoyment of capital out of manufecturing altogether. Exdiange rates 
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enabled Ametiean firms to purdiase products and to invest in bdlities overseas at less cost 
than in die Uidied States. Even with a weaker dcdlar, it has proven difficult to revene die 
trend. However, eiqiorta of manufoctiued products recently have surged and there are pte- 
limiiiaiyindicatioiis of investment decision trends fovoring United States facilities rather than 
foreign. 

C EDUCATIONAL AND CULTURAL ISSUES 

The American educational system does not produce the required numbers and 
doll levels of sdentisls, engineers, and technicians to support advanced manufacturing needs. 
Evidence suggests that the manufacturing workforce in some ottier countries may be better 
educated and trained than in the United States. For example, J^>anese high school graduates 
appear to be much better educated in madi, science, and technology than their American 
counterparts. 

Skill levels of many American high sdiool graduates are not adequate, and firms 
often roust invest in programs to upgrade basic reading and math skills. Such results suggest 
diat a qstem of high-quality technical schools providing skills in apph'ed mathematics, ma- 
chining, manubcturing methods and technologies, and fondamentals of technology manage- 
ment could be an effective means of providing highly skiUed and motivated woricers. Such a 
qntem might provide a constructive alternative for students who do not wish to or are imable 
to pursue a tmiveisity education. 

In large measure, the inabili^ of American managers to achieve results in matm- 
bcturing equal to diose of Japanese manageis in the United States stems from management 
theory and pnactiGe, as taught in American universities (where for example, good manage- 
ment is managemem by financial control; good manageis can manage aivthing; individual 
adnevement is important, not teamwork; inanufacturing is an nnimpoitant AuKtion). Engi- 
neering schools m American universities also focus inadequately on manubctuiing, training 
engineersforcareersinproductreseardi and development Fewbcul^members have indus- 
trial eqietieoce or «q>ertise. Emphasis on ^lecialization results in engineering professionals 
lAo are ill-equipped to understand total manufacturing qntems. 
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Tliere also is an tncreasiD^ severe shoitage of adequately trained scientific and 
eagineeriug students flowing &om American univenities. American industrial labocatMica 
and graduate schools in scimce and engineering are heavily populated by citizens of odier 
countries. Almost half of the students in American graduate sctence and engineering scfaoob 
are foreign. 

Beyond the university level, American industiy lacks adequate programs to pro- 
vide oontinuing professional education and training to engEneeis and production workers. 
CCHitinuing education and training programs in American industrial firms are often we^ in- 
effective, or non-existent. Sdmulalion of continuing education and training through tax in- 
centives, Dqiartment of Defense contract incentives, and other Government efforts oouU be 
hi^ily-producti've and cost-effective. 

American industrial con^wtitiveness problems also are affected by a number of 
issues that can accurately be characterized as endemic to the American business culture. 
Cleatiy endemic problems, as discussed below, are among the most difGcult to address effec- 
tively or to resolve. Equally dear, dianges can be achieved only through broad national un- 
derstanding and cooperative efforts. 

Fundamental SUIlx 

There is a widely perceived failure of American institutiotts to instill basic skills 
in our citizens. The general lack of familiarity with foreign languages and cultures in the 
United States pcqnilation detracts &om American international competitiveness. In years 
past, American business bad litde need to understand foreign maikets. Tbe United States 
eootKMny consumed tuidi a large portion of manufactured goods produced wotldwide that for- 
eign markets were not particularly in^Mirtant. Moreover, American goods were so superior to 
foreign goods that litde competition existed for foreign sales. However, these market coodt- 
tions have long since changed. The United States ecoDoiny's share of total worid consumptiMt 
has dedined substantially, and foreign-made products have equaled or surpassed tbeir 
American-made counterparts in maiiy instances. American socieqr has been slow to respond 
to these dianges. American products are less con^tilive in foreign markets because they are 
rarely designed to appeal to the cultural peculiarities of foreign consumers. American busi- 
nessmen are at a disadvantage with their foreign con^titots in understanding overseas mar- 
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kcts and tccaang tedmological advances made in these maikets due to a general lack of 
fiweign laiiguage ikilU. Language barrierapoae a pardcularty difficult problem fiir American 
Cmu. Jqiuieie and Eurt^wans need only leani English to compete effectively in the world's 
largest maiket, but Americans must learn several languages to be as effective overeeas. 

There has been too little stimulus for the natioital effort required to change oa- 
lional attitudes toward work, to improve our educational systems, to emphaaiie needed skills, 
and to eliminate Government policies idudi adversely affect American performance in tiie 
wcrid nuukeiplace. 

of Ibe Problem 



The absence of a national understanding (and Department of Defense und^' 
standing) that a healthy, productive manufecturing base is essential to our securi^ greatiy 
conqjlicates efforts to develi^ and implement remedial measures. Manubcturing strength is 
needed to ensure that our armed forces can acquire Che best weapons, and in quantities 
needed, to deter and defeat potential adversaries. Sudi strength encompasses commercial, as 
well as militaiy production capaci^. Ctunmerdal capadly adds the financial strength neces- 
sary to support reseaid) and development and capital investment and provides production 
icaources that could be converted or divnted to militaiy needs under emergency oonditioos. 

Adversarial Rdatiaos 

The de^ly ingrained adversarial relationships between Government and indus- 
try aiul between management and labor are major causes of declining American industrial 
con^titiveness. Tbe relationship between the Govenmieni and industiy is characterized by 
Govenmient oonitraints on industiy behavior intended to protect the public good against 
pr<rfiteering and shodify performance; and by industiy performance ty the numbers to sti^ 
within Government constraints and to document conqiliance. The relationship between man- 
agement and labor also is adversarial. 

These adversarial relationships undermine industrial effictenqr, re^wnsiveness, 
and tecfanologiGal innovation. TUs Govenunent-industiy relationship fiHces industiy to op- 
erate within an extremely restrictive environment and discourages (or even penalizes) imova- 
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tive behiwor. Cottsidenible industiy e&cwt is invested in satisfying Govemmeni papemork 
lequiieineiits and reqx>nding to Oovemment meddling in 6k manufocturing process. 

The manageiDent-Ubot relationship prevents axq>erative efforts to identify and 
implement innovative processes and tends to hold labor productivity to some minimal stan- 
dard, actively inhibiting any worker cqiabilify or desire to inq>rove. Historical barriers to oo- 
opetation between management and labor are onfy beginning to fall, and at mudi too dow a 
rate. There is not yet a pervasive sense of shared interests and objectives for the common 
good. 

Other countries (Japan in particular) are much more effective than the United 
States in achieving industty/Govenunent/labor coloration on process and product develop- 
ment, and. through cooperation, are more effective in implementing new ideas to make 
manufacturing more efficient, responsive, and ledmologically advanced. 

Short-Tens Focus 

American sodeqr, historicaUy, has been action oriented and shaipfy focused on 
quidt results. The short-term ejqKctations that pervade American society have become a ma- 
jor impediment to the long-term planning necessary to con^le effectively with other coun- 



The equi^ market is the inajor source of capital for American Industry, in con- 
trast to Japan, where commercial banks are the principal providers of c^tal to industry. Hie 
American stock market is driven by short-term expectations, iriiereas Japanese banks histori- 
cally have supported long-term investment. Shtm-temi pressures in the American stock mar- 
ket are increasingly being eocerbaled by large institutional investors, vhox numagers 
themselves are evaluated on short-term performance. Mai^ of these are non-profit funds 
(for example, peitsion fcmds) that are free to move quicUy in die maricet without regard for tax 
ooiuequences, and, tberefbre, to increase the shmt-term vdatilily of die market 

Short-term profit ei^ctaiion has emerged as an important reason for the rela- 
tive lack of effectiveness of American technology-^based businesses. There is a lack of under- 
ttanding and acceptance in the investment community and the general public of the need fi» 
decade plans tor technology-based businesses. Rnandal mariiets that place a premium on 
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ihort-ierm results may peitiUize a long-tenn orientation by reduced stock values, forced 
■nergetB, or hostile takeovers. Conversely, die Japanese (in panJcuUr) and Europeans are ori- 
ented more toward long-term results, with increasing success. 

Lack of Manunicturiiig Prcsiiie 

The attitude in the United States toward manufocturing and manu&cluringtedi- 
aeAosf a HHnnriut negative. American universities have little to offer in these fields. Even 
vitbin die manu&iGturing firm, research and design engineers are perceived to have more 
prestige than manufecturing engmeers. One result is that the manufocturing function does not 
cmopeie effectively for high-quality peisonnel. (Conversely, the Japanese have a high regard 
fix manufacturing and are tota% committed to inttovation in both process and product) 
Ibeae attitudes(and resultant rewards ^sterns) toward manubctuting careers often prevent 
die best people &om beginning or sustaining careers in manubcturing. 
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CHAPTERIV 
DEFENSE POUCY ISSUES 

In seeking more comprehensive information on the health of the defense indus- 
trial base, the Department of Defense sought to evaluate lAeiher the overall strength of our 
industrial base masks any weaknesses in individual defense-critical industries. 

The Defense Economic Impact Modeling System and other tools were used to 
identify defense-oitical industries. Critical industries are those in whidi the majori^ of die 
Department of Defense budget is ^nt, direcdy and indirectly, as well as industries vital to 
defense production. Two hundred Gfteen individual industries were identified, accounting for 
about 95 percent of Department of Defense purchases from the manufacturing sector. Ase- 
riesofsix indicators wasdeveloped and applied to each industiy: impori share of the domestic 
itiarket; growth in capacity; growth in shipments; capital expenditures expressed as a ratio to 
ittdustiy shipments; productivi^ growth; and profitability. Comparisons based on the indica- 
tors were then drawn between defense-critical industries and the overall United States manu- 
facttiring sector. Finally, a ranking of the critical defense industries based on a composite of 
all six indicatois identified defense-cridcal industries with the poorest overall performance. 

Based on this review, «4iich covers the period from 1980 through 1985, we drew 
the following conclusions; 

• Critical defense industries did no worse than overall manufac- 
turers in maintaining a domestic market share in the face of 
substantial import growth; 

• Critical defense industries did worse than overall manufactur- 
ers in tenns of adding to productive capacity, with only 41 per- 
cent of critical defense mdustries matching or exceeding the 
overall manufacturing average growth in productive capacity; 



Six^-two percent of critical defense Industries had lower- 
than-average capital eqienditures in 1980. lUs adverse trend 
continued in 1985, n4ien 72 percent had lower-than-average 
capital expenditures; 
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Forty-seven percent of critical defense industries had below- 
average productivitv growth (17 actually had declining produc- 
tivity); 

Critical defense industries achieved average or above average 



These trends, wbSe not definitive, sre disturbing, particularly, with respect to in- 
dicaton of future productivi^ and conqjedtiveness. 

A. THE DEPARTMENT OF DEFENSE MISSION 

The mission of the DepartnwDl of I>efeiise is to provide for tbe common defense. 
Pcdidcal and strategic realities require this to be accomplisfaed through a worldwide militaiy 
comatand structure. At the heart of thedeteneot power of the United States military presence 
is an inventory of sophisticated milltaiy equipment and the human resources to manage and 
opaatt it These resources are drawn and replenished, in large part, from the same pod of 
resources that fuel the general industrial economy. 

As we look to tbe future, two fundamental problems threaten E>epartmenl of De- 
fense capabilities to maintain a modem inventory of qualitatively superior military equip- 
ment lite first is the environment in K4iidi the Department of Defense and industry ctHUfaxt 
business. The high and rising costs of our major weapon ^sterns a[^)ear driven by an acquisi- 
tion ^stem that encourages long acquisition lycles, high development and production costs, 
and sometimes obsolete technology. These problems most recently have been addressed by 
the Packard Commission. Some of the reconunendations of the Commission have been im- 
plemented, others are in the process of being in^emented. and others are under active con- 
sideration. 

Yet, even if all of the Commission's recommendations were adi^ted and proved 
to be effective, a second problem would remain: mai^ of the strategic industrial sectors that 
support the production of modem weapon systems are being threatened by intense, long- 
term competitive pressures from foreign producers. These include: semiconductors and semi- 
conductor equipment, shipbuilding, automobiles, construction equipment, machine tools, 
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flexible manufacturing qstems, ball and roller bearings, casting foigings. steel, and ceram- 
ics, to list a few.i 

We do not know with any degree of certain^ how diese develc^inents ultimaldy 
will a&ect oui national securi^. We do know that they give cause for concern. Our capacity to 
build or replace critical force stiuctures indqKndently of economic and political dedsicMis of 
other sovereign powera is essential to our securi^. The Department of Defense, therefore, 
must ensure that its actions and policies (especially, but not exclusively, in the acquisiticKi 
arena), as well as the actions and policies of other government institutions, do not weaken our 
manufacturing sector and thereby degrade our defense posture. 

Department of Defense action must be sensilive to Ae general economic health 
of die nation. The Department's concern for the healdi of die manufacturing sector and for 
individual iitduslries within that sector should not be construed as an endorsement of sectonl 
policies for the economy as a iriule. On the other hand, the Department's competitiveness 
initiative has identified a number of national policy initiatives aimed at bolstering die general 
health of tbemamifocturingsectot.andictsapprcqniate for the Department to provideasecu- 
rity perqwctive to influence actions ir/ the appropriate agencies. 

Neither the nation nor the Department of Defense can afford poUces which do 
nothing but protect fiiiling industries or firms. Not only would these aggravate the weapon 
SfStetta cost-growth problems identified by the PwAard Commmhn, but, in the absence of 
counteracting incentives, such protection would undermine the competitiveness that this De- 
partment c^ Defease inittaiive aims to acUeve. Protectiomsm also would be a threat to coop- 
erative production agreements with our allies. The United States has encouraged a Aw-twtr 
sinei in militaiy trade with our allies primarily as a means of balancing the costs of militaiy 
alliances. The abrogation of such agreements by domestic interests may result in higher coso, 
reduced competitiveness, loss of interoperability, and, to this extent, sbcwld continue to be 
discouraged. 



m 'Wategic industry" is 
u ot tms r^MTL 
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B. SECURITY CONCERNS 

From one perqiective, there are at least four reasofB why die Department of De- 
feve is, and should be, concerned about the overall competitive healdi of the United States 
manu&cturing base. 

FInt, Ae Department has a direct req)onsibJlitr toward the sectors of Ae ecmi- 
on^ that constitute die defense industrial base. In many of the transactions between die De- 
partment and die industries that produce the insmunents of mihtaiy deterrence, the 
influences of Government procurenient regulations and a sjogle-buyer maifcet structure have 
created ■ unique business environment. The Department of Defense must pay close attention 
to how its policies (and the policies of other Govemment agencies and institudons) affect this 
business environment and the extent to wtdch the uldmale objectives of assuring our security 
are snved by this environment 

Sttemd, the vitality of our manuticturing eoonon^ in general ultimately deter- 
mines die war-Gghdng power of our nation's torce structure. The eomomy's latent capability 
to enhance current forces in response to strategic Ihreals is a critical etement of our deter- 



TkM, the Department of Defense is cognizant of its foimative influence on the 
larger manufocturing economy. Through its impact on the employment (rf scientists, engi- 
neers, and factory woilceis, its research and development e^nditutes (particularly in ad- 
vanced manufocturing technologies), and its role in fostering cental investment, the 
Department's influence on innovation and manufacturing far exceeds its relatively amall 
share of e:q>enditures in our national incnne accounts. 

fleottr, the we^wD ^slems for our nation's defense are purdiased, in die long- 
run, from revenues generated by a healthy and growing economy. Such economic growth has 
allowed the nation to pay for its defense. For mai^ years, the cost of our woridwide security 
obligations has been less than seven percent of our gross national product 
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C DEPARTMENT OF DEFENSE CONCERNS 

Tbe report of the Defense Science BoardTask Force on Defense SemJconductOT 
Dependency published in February 1987 was directed q}edficaUy at the senuconductor prob- 
lem, but mai^ of its Gildings and conclusions are equally applicable to other lower-tier india- 
tries that, collectively, provide the technological badcbone of advanced weapon systetas. 

Coiiq)etiiive, pressures, particularly from Japan and the ne«4y emerging, eoo- 
nomically competitive countries of Asia — Taiwan, Hong Kong, Singapore, and Korea — >s 
wen as Western Europe, arc contributing to the relative dedine of industries that are inqtot- 
tant to America's defense. As in die semiconductor case, the Department of Defense is the 
buyer of rebiively small portions of these industries' total output, but, neveitheless. is abso- 
lutely dependent on Aese industries tot its weapon systems. In most of diese industries, vol- 
ume production for commercial markets is essential to controlling unit costs and maintaining 
world class standards of quality. 

As the commercial base has eroded, technology leadeiship also has moved, or Is 
moving, ofiabore because technology leadership is dependent on the commercial base for 
revenues to support research, development, and investment Tlius, while the Dqtartment of 
Defense has no direct responsibili^ for ensuring the vitality of commercial manufocturing in 
d>e United States, it is unable to meet its mission requirements effectively without a broad^ 
G^iabte industrial base. 

In a growing number of industry segments, if current trends contmuc, the De- 
partment of Defense will be dependent on foreign-sourced hardware and technology in the 
acquisition of the teduiolo^cally superior weapon ^stems that are fundamental to our strat- 
egy of o&eiting numerical inferiority with technological siqieriori^. Specific elements of De- 
partment of Defense concerns are discussed in the remaining paragraphs of this sectioo. 



There is a substantial body of evidence that technological leadership isiirevoca- 
Uy tied to manufeciuring capacity and leadership. The revenues generated by successfid 
manufacturing are essential to achieving and maintaining the levels of researdi and 
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develi^meiii required for tedinological leadership. Without technological leadership, the 
Department of Defeose cannot count on indusDT's ability U> in'oduce affordable, high-qual- 
iqr, itate-of-tiie-art weqxHi ^steins. In many industiy sectors that are kqr 10 defense produc- 
tion, the manufocturing base has dedined, and as a result ibe Dqtattment (^Defense (and the 
United States generally) is now be^nning to experience the reality of dedining technological 
leadership. 

Fordpi OwDcnhIp of American Manufacturing Fadllliea 

The issue of foreign ownership of American manufacturing fodlities has not re- 
ceived adequate atteniion. The most common view is thai the rapidly inireasing level of for- 
eign ownership is benefidal to the United Siatts. In this view, such investment reduces the 
magnitude of Ae trade defidt, provides jobs for Americans, and increases domestic tax reve- 
nues. This view overlooks economic issues sudi as the long-term impact on the current ac- 
count of a continuing flow from the United States of repatriated profits and other fees. More 
importantly, it overlocdu the fact that ownership tends to dictate the geographic location of 
the underlying technologies. Security concerns are not resolved by domestic manubcturing 
fadlities that are dependent on technologies controlled by other nadons. 

Manutbcturing Tcchnola^cs 

Particularly devastating in the long-term is the loss of key production technolo- 
giea and equipment In some vitally important technologies, the battle may already have been 
lost 

Numerically^-controlled and computer numerically^-controlled machine tooh 
(developed in the United States with Department of Defense funds) represent one such criti- 
cal technology iriiere the lead already has shifted. The bet of lost leaileiship is reflected in 
procurements by American manubctureis of advanced machine tools from Burt^ and Ja- 
pan. Cost is often quoted as a determining hctoi in the dedsion to buy foreign tools. Delivery 
terms are another bctor. But the decision is most often made on the basis of quality and ad- 
vanced features. 
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Electronics manufacturing equq>nient is another example of Ais destructive 
trend. American semiconductor mamifacturets, increasingly hard-piessed by foreign coro- 
petitois, have survival as iheir primaiy goal. In many categories of semiconductor manubo- 
turing equipment, the technological lead clearly has passed to other nations, primarily Japan, 
and American semiconductor manufocturers are buying Japanese manufecturing equiinnent 
because it is the best available. 

This is but the leading edge of scores of technologies «4iere other nations are 
developing the most advanced manufacturing technologies for the roost advanced products. 
Such loss of suprema^ in manu&cturing technologies is a particularly insidious threat to 
American technological and manubcturing leadership. As long as foreign state-of-the-ait 
manufacturing equipment continues to be commercially available to American manufiutur- 
ers (and they elect to purchase it), the decline of equivalent American equipment industries 
barely is noticed until an evotutionaiy process reaches crisis proportions. 

Hie decline of manu&Cturing equipment industries is of particular concern to 
the Department of Defense. As long as siate-of-ihe-an production equipment is manubc- 
tured in the United States, there is a substantial capability to reconstitute or eiqiand American 
product industries. However, without the basic tools for manufacturing, this capability virtu- 
ally disappear^ leaving United States securi^ vulnerable to the political and economic proc- 
esses of other nations. 

Fordgn Depcndtncies 



Foreign sourdng of key parts, components, and complete products is an exten- 
sive and growing business practice in both commercial and defense manufacturing. Foreign 
sourdng may evolve over time into foreign dependencies. Potential foreign dependencies are 
arcasof concern. While thisissue has been studied extensively on an odAoc basis, aitd anecdo- 
tal evidence abounds, there are few. even moderately comprehensive studies of foreign- 
souTCed components of key weapon ^tems. 

The poientiBl for divergent political or economic interests to disrupt die &ee 
flow of the most advanced technologies and products has never been addressed adequately in 
the few, limited American assessments of foreign dependencies. There was. perhaps, no need 
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for such assessments when die United States was the world leader in virtually all militarily 
critica] technologies. lUs clearly is not the case todi^. Sole source dependeiicies on foreign 
tedmologies for essential weapon systems conqranents are inherently risky. 



This section presents brief summaries (rf Department of Defense-related causes 
of probleins in the defense industrial base. Wdi one en:q)tion, the order of presentation is 
not intended toinqilypriority or relative inportance. The exception, ivhich is considered to be 
limdaineMal to further progress in inqnoving Ae competitiveness of American defense 
nunidactuting industries, is the necessity to establish permanent organizational structures 
wtdnn the Department dedicated to manufacturing excellence. 

Profram and Budfet Instability 

Constant budget turbulence, ^ich makes effecdve long-term planning impossi- 
ble, and frequent changes in the rules of the ffimt (compelilion requirements, profitability, 
audit standards, etc) are major impediments to achieving efficient manufacturing operations. 
llese problems are aggravated by small volume procurements, year-to-year program uncer- 
tainties, and program stretch-outs that contribute to an environment in which Department of 
Defease conlractois are unwilling to invest in systems for productivi^ or quality improve- 
ments. The rale of return on such investments is not only low, but uncertain as well. (II should 
be noted that after-the-fact estimates of the profits of defense firms are contested. The find- 
ing of the last major review of profits, ihe Defense Financial and Investment Review 
(DFAIR), a 1985 Department of Defense study, are contested by the United Stales General 
Accounting Office. The study also has been characterized by a major investment bankingfiim 
as less dian carefully conducted.") Despite the lack of precise data, participants in diis cur- 
rent effort believe that defense business traditionally has earned a low rate of profit; but that 
other Eaaors, such as cash flow and certainty of return, have compensated for this. Recent 
changes are reducing or eliminating these incentives as well. This is particularly damaging in 
die case of diversified companies or electronics subconnactois, who can — and do — disin- 
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Competition, uoirrently practiced b^ the Depaitment of Defense, adds another 
reason for coniractora not to invest in product or process researcb and development because 
of the likelihood that the Govemment ?nll require the results of their investment to be trans- 
ferred to competitors. 

Absence of Maibt Incentives 

The absence of normal market incentives in Department of Defense procur- 
ements is a barrier to efficient operations. Unit cost reducdons, quality improvements, short- 
ened deliveiy times, etc., do not stimulate demand for additional units or provide greater 
market share, nor do unit cost reductions result in increased profit (more often, die reverse is 
true). Increased investment in plant, equipment, training, etc.. has no direct bearing on future 
contracts. Asuperior product or manufacturing process will not yield either higher profits or 
improved market share. The absence of such noimal market incentives and rewards is com- 
pensated for by mas^ve govenmient efforts to prescribe substitute control mechanisns, 
nfiicfa are themselves barriers to improvement. 

Department (f Defense Procurcmcnl Polides 

In the very forthright views of the eiq>erts we cottsulted. Department of Defense 
procurement policies and regulations contain many characteristics »Mch inhibit achievement 
of manufocturing excellence, including: 



The absence of risk-sharing for innovation; 

En^hasis on low acquisition cost and schedule compliance, ti 
the virtual exclusion of low lite lycle cost (quality, n' — '- 
atulily, ease of use); 
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• Intense pressure on profits — down to levelsthat virtually guar- 
antee Ac contractor will have very limited atnlily to invest to 
future productivity programs. 

Dqwrtmcul oT Deftaue Ortanizatkm Ibr Acquisition Manafcment 

The manner in vMth the Department of Defense is organized to manage acqui- 
atioa is a barrier to efficient manu&cturing: fjnctional segmentation (for example, between 
the procuring CMitracting officer, administrative contracting officer, plant representatives. 
Defense Contract Administration Service. Defense Contract Audit Agency, etc.) causes con- 
tractors to organize reactively (and defensively) along similar lines, to the detriment of effi- 
cient operatioiiB. 

The organizational problem was exacerbated by lack of discipline in the ^stera. 
Practices vary sigmficantly bom one procurement office to another and from one Military 
Department to another. DiSerent Government agencies (Defense Contract Administradon 
Service, Air Force Contract Management Division, Nadonal Aeronautics and Space Admini- 
stradon, etc) assigned surveillance re^wnsibilibes over raulti-divisioaal companies apply 
agen^/Militaiy Department unique rules, regulations, procedures, etc., with extremely ad- 
vene impact on company efficiency and costs. Requirements and procedures are also incon- 
sistent from one Qrpe of procurement to another. Different rules apply for production spares 
and replenishment spares. Primes are required to test purchased components, but the Depart- 
ment of Defense does not test the same componenis idien it buys them directly from the sup- 



Emphasis Ml Compttltlaa 

Since the inception of offices of competition advocates in each of the Military 
Departments and competition advocates in all major bt^ng commands, the Department of 
Defense has en^hasized competition on the basis of initial production price, sometimes virtu- 
ally ignoring coniractoii' capabilities and records for quality and timely perfbnnance. as well 
as down-stream (life cycle) costs. Frequently, price competition does not provide the best 
value to the GovemmenL Emphasis, under the Competition in Contracting Act, on low-cost 
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bidders bvon companies who bid fiilty depredated equipment and hurts those with modem 
fadJides. Tlie en^>hasis should shift to qual:^ and responsiveness. 

Product and Procxss Spccifkatim 

The Departmenl's heavy reliance upon process and production spedficadons is 
frequently counterproductive. Components are required to be manufactured by processes 
and to standards which are not state-of-the-art and n^ich do nol provide the best product at 
the best price. The manufiacturer, who has the greatest expertise, has litde voice in conqxuient 
design or manu&cturing processes. 

Lack of consisleni^ and unifoimi^ in product and process q>edficationi among 
various Govenunent agendes also has adverse impact on contractor (^Mrations and costs (for 
example, there have even been instances n^ere ocaipational safety and health requirements 
prohibit manufacturing to Department of Defense spedfications). 

Life cycle Cosliiif 

Logistic support analysis requirements induded in many contracts provide the 
information required for effective life cyde costing (human resources and training require- 
oients, suf^rt equipment requirements, ^lare parts requirements, etc.), but Government 
personnel rarely use the data effectively. Most Department of Defense contracting ofGcers 
focus totally on acquisiti<Hi cost and pay little attention to the concept of total life cyde cost- 



Life ^e costs are inherently less certain than acquisition costs, and Govern- 
ment decisionmakers are less willing to assume the risk of relying on life-<7de projections. 
Hie Department has no adequate means to monitor and evaluate actual vetsus projected life 
tycle costs (and, hence, no means to gain additional confidence in evaluating oontradon' pro- 
jected life cycle costs). 
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SubcuilrmGton mnd SuppUen 

Ibe I>epartiTient of Defense procurement processes are focused on prime con- 
tncttxs, even though purchased materials and conqwnenls supplied by subcontractors repre- 
sent 50 to 85 percent of the total cost. The Department does not require or encourage 
vendors' participation in strategic planning decisions or design processes. In tact, require- 
ments of the compeiitioa advocates for .^veonit^wn price oompetition for subcontractors 
and siqjpiien have the effect of keeping the supplier base in constant turmoil and make it 
virtually impossible for defense contracttMS to build a stable base of reliable, high quality, 
coct-effective vendors. This is the o[^N>sile of the practice generally credited for the high 
quality of Japanese products. 

Emphasis on price competition by the Congress and the Department of Defense 
effectively precludes the deyelcfunent of long-term relationships between prime contractors 
attd su|q>Iiers and stimulates an adversarial relationship between them. The absence of long- 
term relationships does not permit extended, cooperative design, development, and manufoc- 
turing exdianges between the primes and suppliers. Little or no emphasis is placed on value 
analysis or value engineering by suppliers or their primes. 

Annual price competitions are weakened by the refusal of many of tiw best- 
qualified suppliers to participate due to their reluctance to become involved in complex, ex- 
pensive, and non-productive Government rules and regulations. Many desirable, highly- 
qualified suppliers refuse to do business with defense prime contractors because of the sheer 
weight of compliance with the body of laws, regulations, rules, and procedures that primes are 
required to pass through from the Government to them. This narrows the range of potential 
suppliers and reduces competition. 

From the prime contractors' point of view, the flow-down requirements for sub- 
contracts are virtually impossible to administer on the limited margin allowed by the Depart- 
ment of Defense. Small and disadvantaged business set-aside requirements iiiqx>sed on 
defense prime contractors (together with excessive requirements for record-keeping and re- 
porting and multiple, uncoordinated compliance reviews) further increase the administrative 
costs of doing business with the Department of Defense and m^ result in the lower quality 
and/or higher cost of purchased con^NHients. 
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Contract Adminiatri 



Multiple layers and large numbers of Government overseers, inqiectors. and 
auditors (Am^/Navy/Air Force plant representative offices, the Defense Contract Adnuai- 
stration Service, administrative contracting offices, the Defense Contract Audit Agenqf, etc), 
many of whom are resident in contractors' bdlities, add significantly to tbe costs of doing 
business with the Department of Defense. 

One result of the Government's heavy emphasis on oversight activities is that 
management focuses its atlention more on passing audits and in^)ections than on improving 
quality and productivity. Many defense contractors believe that the Govenunent's practice of 
imposing layer-upon-I^r of quality inspectors and after-the-fact quality controls actually 
inhibits the development of modem ^tems such as statistical process control and other effec- 
tive quality ^tems. 



Man 



For firms in the defense industrial base, fectors other than engineering excel- 
lence, innovation, and product quality often determine success or foilure. These indude their 
political constituent and the effectiveness of Washington lobbying efforts (both of wfaid) 
tend to restrict competition). Even management skills must be different. The need to have 
detailed knowledge of the int and outs of the procurement process, the patience to deal with 
the process, and large and capable stafk otdocumenKn 10 comply with reporting/con^itiance 
requirements imposed by the E>epartment of Defense and Congress all are skills virtually un- 
known outside defense business. 

For defense contractors, as compared with commercial manufacturers, manage- 
ment has a much smaller impact because of the degree to iriiich contractors' operations are 
controlled and limited by the Department and the Congress. Micromanagement of defense 
programs and budgets and of contractor operations, a strong tendency to legislate broad 
remedies in response to isolaKi honor storits, and continuing use of defense procurements as 
instrumentsofsodalpolit^all are examplesofDepartmental and congressional activities that 
significantly add to the Department's costs and impede efficient, professiona] procurement 
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Many defense contractors feel that modern manufocturing management (ech- 
ntqaes (jint-in-time inventory control, statistical proces control, etc.) do not apply to diem 
betatise of limitations imposed by Department of Defense rules, regulations and practices. 
For esan^le. a large bureaucracy dedicated to ingoing in quality severely restricts contrao-. 
tors' inccDtives and ability to apply statistical process controls to build in quality. 



It is difBcult, to use another example, for a defense contraaor to establish a re- 
search and development strategy, and difficult to measure its effectiveness. Research and de- 
velopment productiviqr in the private sector is controlled by strategic planning, resource 
aUocalion, and coiporaie culture. In defense industry, contiactois have little control over the 
first two factors (which are largely controlled by Government budget decisions and regula- 
tions). 

Emphasis on meeting q>eciGcations also reduces incentives for quali^ and inno- 
vation. Non-defense companies tend to be more efBdeni and innovative, not because their 
people are better, but because they are free of the restrictions imposed by the Congress and 
die Department of Defense. 
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CHAPTERV 
BOLSTERING INDUSTRIAL COMPETITIVENESS 

The several hundreds of Government and private sector experts who contributed 
to this effort were extremely forthright — frequently even harsh — in their assessments of the 
problems in out manufacturing base attributable to private sector managers. Govenunent 
policies, and most notably. Department of Defense policies and practices. We seriously have 
evaluated theii contributions and have attempted to retort those assessments faithfully and 
act upon them effectively- 
Over the course of this e&brt, we detennined that a significani number of re- 
quired improvements are possible within the existing authority of the Department In bet, we 
identified numerous ongoing Departmental programs and recent initiabves to improve 
itianufacturing operations in the defense industrial base. These include a number of actions 
that relate directly to the conclusions and recommendadons of this report. 

There are other recommended actions that primarily are directed to the Depart- 
ment of Defense, but will require coordination with the Congress and other departmeDts and 
agencies of the Executive Branch. Finally, there are recommendations for action by the Gov- 
enunent that clearly are beyond the scope of Department of Defense re^Kuisibilily and 
authority. For these, the Department of Defense urges pron^t consideiatioD by the ^>pro(Mi- 
ate authorities. 

CONCLUSIONS AND RECOMSfENDATIONS 

The remaining portion of this section contains 19 conclusions and recommenda- 
tions for action by the Department of Defense and other Government departments and agen- 
cies. The order of presentation generally corresponds with our six major thrusts: (1) forging 
the right relations with industiy; (2) improving the acquisition system; (3) establishing defense 
industrial strategic plans that support our mil jtaiy strategic plans; (4) developing manufactur- 
ing capabilities concurrent with the develc^nnenl of weapon systems; (5) laying the fbundatioa 
now for the technical skill base required for tomorrow's defense needs ; and (6) ensuring that 
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industrial base issues important to our defense benefit from the full spectrum of potential 
policy remedies, iriien apprcpriate. 



Fofxbif the Rltht Relatioiu With Indnsbtr 



The Etepaitment of Defense abili^ to meet the materiel needs of our security 
objectives relies on the private sector and is being impeded by an exaggerated adveisarial 
relationship. Ladi of trust on both sides, perhaps fullyjustified, creates an environment in 
niiich signifiGant improvements are increasingly difficult 

DbcuukMt 

Regardless of the source of distrust, there is a powerful need to build a coopera- 
tive relationship between the Department of Defense and industry that will lower barrieis to 
improvements, enable more effective policy development and implementation, and contrib- 
ute to the national goal of a strong industrial base. 

This could be accomplished by creating a mechanism that would contribute to 
better understanding and consistency of effort by enabling senior industry managers (^riiile 
amdinganypossibleconfllct of interest) to participate in the analysis of priority issues and 
alternative solutions. 

Two bodies, a Manubcturing Advisory Council and a Defense Manufacturing 
Board might function in similar ways, but in different environments. The Manufacturing Advi- 
sory Coundl's activities would be focused on publicpolicy issues and national economicissues 
relating to manubcturing, and would provide the Department an essential linkage to civilian 
issues, programs, and policy options in these areas. 

The Defense Manufacturing Board would be established within the Department 
as a permanent entity, with a pennanently assigned secretariat, or staff. lis functions wtnild be 
keyed directly to defense manufacturing issues and problems. A key function would be to pro- 
vide visibility to manufocturing and industrial base issues within the Department of Defense. 
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The Department of Defense should immediately begin to establish a non- 
adversarial means of communication between industry and the senior poli^makers of the 
Department Potential means to this end include establishment of: 

a. A Manubcturing Advisory Council, sponsored by the National Academy 
of Sciences, an objective third party, and; 

b. A Defense Manufacturing Board, an internal organization (modeled, per- 
haps. a6er the Defense Science Board). 
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Hw implicit strategy of the Department of Defense for addressing industrial 
base issues has been to conduct ad hoc studies of current problems. V/hile individuaUy impor- 
tant and useful, they have not been sufBcieni to resolve problems stemmingfrom occasionally 
conflicting regulations, laws and directives, and inconsistent attention and resources dedi- 
cated lo industrial base issues. The result has been insufficient resource allocations, confusion 
and lack of effectiveness in salving industrial base problems. 



A coherent, effective organization is required now to coordinate and prtwide 
oversight of ongoing industrial base initiatives and, more importantly, to do die necessary 
planning and organization work required to establish permanent institutional te 



The Department of Defense should ensure a viable industrial infrastructure is 
maintained to provide military materiel in the quanti^ and quality required during peacetime 
and for emergencies. SpedGcally, the Department should develop industrial strategic plans 
explicitly linked to military irrational plans. The goal should be to idend^ and address ac- 
tual and potential shortfalls systematically through mechanisms that sort out the relative ur- 
geacy and importance of technological and industrial requirements against a backdn^ of 
military planning scenarios and objectives. The Department should provide for a continuing 
assessment of both the short and long-term defense industrial base capabilities along with a 
clear ennundaiion to industry of what is needed from the industrial base and when. 

The Department of Defense should immediately establish a task force under the 
direction of the Under Secretary of Defense (Acquisition), staffed with specialists from the 
OfBce of the Secretary of Defense, the Military D^iartments, and the Organization of the 
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Joint Chieb of Staff, to eiqiedile implementation throughout die Department of these and 
other actions identified in the report. Among other things, the task force ^ould: 

1. Develop and staff a Departmental polity statement regarding defense in- 
dustrial strategic planning jn support of military t^rabonal plans. 

2. Determine the organizational structure, staffing and budget necessary to 
insiitutioiMlize the defense industrial strategic planning funcdon in support of military opera- 
dona] plans. 

3. Establi^ senior level liaison with selected allies, American industry, and 
appropriate civil agencies such as the Departments of Treasury, Stale and Commerce. 
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ProdiKtioii B*M Admcale 



The system that has been erected over decades by both the Depaitment of De- 
fense and the Congress lo obtain the materiel necessaiy for our security could be improved to 
accomplish more effectively the objectives of providing the militaiy with appropriate tech- 
nologies, within reasonable time periods, at reasonable cost, and of yielding outstanding 
quality products that can be produced in time and in the necessary quanlibes 



The laws and regulations under which Defense acquisition programs funcdoo 

are. by any measure, a hodge-podge iriiidi has evolved over several decades. A substantial 
portion of the entire body of rules was put in place in response 10 ^xdfic occurrences of poor 
management or wrong doing, and is intended solely to ensure that these occurrences can never 
happen again, l^ically, such remedial actions initially were not evaluated for soundness and 
feasibility of implementation, nor have they been subsequently evaluated. There is a compel- 
ling need for institutional means, sudi as a Production Base Advocate, to test objectively the 
soundness and impact on industrial efBdency of existing and proposed laws and regulations, 
as well as the means to develop and test innovative alternatives to such laws and regulations. 

Key characteristics of the ofBce of Production Base Advocate should include; 

• Asmall, but highly qualified staff, headed by the Department's 
Production Base Advocate. Other staff members would be 
drawn from the Militaiy Departments and Defense Agencies, 
in the same manner as for other joint program ofGces; 



«ard of advisors, with membership &om industiy. acade- 
., and other Government or^nizations (the Manuncturing 
lisoiy Council and/or the Defense Manufacturing Board 
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The Production Base Advocate diould have broad authority to deviate from ac- 
quisition regulations (botEi legislative and administrative based) in the process of conductiDg 
experimental programs to improve Dq)aitment of Defense management. 



The Department of Defense should establish an office of Production Base Advo- 
cate, an institutional structure to receive, evaluate, and test iiuiovalive ideas for improvement 
of Departroent of Defense mamibcturing programs. 
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Analytk CapabUlly to Dertlop Defense PcnpccUvn 



The Depaitment of Defense has not had adequate institutiofO] mechanisntt for 
ss (rfe idler tectuMlogy or industry trends, nor for understanding, analyz- 



ing, or assessing the national and international issues diatsumnind thequestions of American 
tedmological cw industrial competit 



In order to guide defense policy more effectively, the Secretary of Defense and 
the Under Secretary of Defense (Acquisition) require coherent, dedicated data acquisition 
and analysis support not currently available to tiKm. In developing Ibis capability, the Depart- 
meiu should recognize existing programs iriiicfa might be adapted to address this shortfall. 
Two such ivograms, tbe Defense Industrial Network and Project SOCRATES, tiiat are now in 
their fcMmative stages, are being established to deal with ^dfic problem areas in manu:bc- 
turing and tedinology, but might economically be adapted to Gil this need. 



The Dqiartment of Defense should establish permanent, institutional mecha- 
nisms to acquire, analyze, and assess manufacturing and technology data and provide die prin- 
ce officers of the Department cogent, objective advice with respect to defense issues that 
involve the performance of the United States industrial base. The Defense Industrial Network 
aitd the Defense Intelligence Agency's Project SOCRATES should be merged and adapted to 
fill this requirement for data. 
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PortlKii Dependencies 



From the natibtul security pei^wctive, foreign dependencies in technologies es- 
sential to defense production are inherently risky, attd minimizing them should be a Depart- 
ment of Defense and national priori^. However, there isat present no reliable ^stem even to 
identify such dependencies, not to mention ^sterns to minimize them. Espeaai\y in oitial 
lower-tier industries which su[^>ort defense prime contractors, visibili^ is key to maintaining 
the ability to assess the consequences of foreign-sourcing and evaluate the impUcationsof the 
potential loss of leadership in key technologies. 



The Department of Defense does not know the extent to niiidi foreign-soivced 
parts and components are incorporated in the systems it acquires. There is no systematic, es- 
tablished means to identify foreign-sourccd parts and components and, hence, no way to de- 
termine the extent of foreign dependencies or vulnerabilities. There have been ■ number otad 
hoc efforts that have idenliGed ^>edGc foreign dependencies and preliminaiy indications that 
foreign d^)endencies are increasing. In a national emergency, the consequences of extensiw 
dependence on foreign sources could be extreme. 

More immediately, however, an apparent consequence is dtat we are e^qienenc- 
uig die loss of technological leadership in key manubcturing technologies at an increasing 
rate. This has extremely adverse potential for our long-term securi^ interests. 



The Department of Defense should develop and in^ement ^ems to provide 
visibili^ of critical foreign-sourced items in or proposed to be in new weapon ^lems, prior 
U> the demonstration/validBtion decision milestone during the acquisition decision making 
process. 
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Factary ModBnizatian iBratmcntt 



Defense acquisition programs are tut conducted in a nonnal market environ- 
ment, and Ibe absence of normal market incentives is a barrier to contractor investment In 
the absence of normal marlcet incentives, die Department of Defense has devel(^)ed alterna- 
tive programs, primarily a rigid set of procurement rules and regulations. There are aspeas of 
these Departmental procurement policies and regulations that impede investments for in- 
creased productivity. The Department's Industrial Modernization Incentives Program, de- 
signed to stimulate contractor investments, must be administered within this contrary 
environment and, therefore, is not as effective as it otherwise might be. 



Some Department of Defense policy-related in^iedimenis to investment have 
d for many years. Among these are: 

• Cost-based production contracts, i^ch not onh fail to reward 
contractors for reducing costs, but often actuaUy penalize re- 
duced costs by also reducing pn^ts. In effect, the most effi- 
cient contractor earns the least profit and, conversely, the least 
efficient earns the most; 

• Emphasis on low acquisition cost and schedule compliance, to 
the virtual exdusiDn of low life ^e costs and producitMli^ 
and reliability considerations. 

Others of more recent origin pose even greater threats to the long-term effi- 
! and productivity of the defense industrial base: 

■ Increased emphasis on price competition, whidi forces short- 
cuts and reduces incentives for investments in new equipment 
and quality systems; 

• Intense pressure on profits — down to levels dial virtually 
guarantee contractors will have limited ability to invest in fe- 
ture productivity programs or higb-quality people; 
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'Hie absence of risk-sharing for innovation; 

En^hasis on forcing contractDrs to fund (and ass 
program-specific tooling and lest equipment 



In the sbort-term, sudi polides and pmctices m^ result in reduced program ac- 
quisition costs, «Mdi is their intent, but in the long-tenn. they may be counterproductive if 
they accelerate the dedine of the defense industrial base. 



The Department of Defense should assign high priori^ to resdriiQ the issues of 
incentives for productivity enhancing invesimenis by defense contractors and to creating an 
environment more conducive to successful administration of the Industrial ModemiisUion 
Incentives Program. This task wit] require detailed analysis of the effects of virtually eveiy 
aspect of defense acquisition polity, much of which is mandated in law. This substantial under- 
taking may be an appropriate high priority taA for the Production Base Advocate, assisted as 
required by the Manufacturing Advisory Council and the Defense Manubcturing Board. 
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There is little doubt that prograni and process instabili^ and uncertainty are ex- 
tremdy detrimental to defense acquisition and manufacturing management Mucti of the in- 
stabili^ and uncertain^ dearly is attributable to lengthy budget and program decision 
processes within the Executive Branch. Equally clear, much of it is attributable to eoagnt- 
ist of defense programs, but of small details of the acquisition 
is unlikely that major improvemenls in defense acquisition and 
manubcturing management will be achieved in the absence of greater preihctability, stabiU^, 
and certainty in programs and the acquisition process. 



Both Congress and the Department of Defense contribute to an ettwoomeiit 
iriiidi is inimical to good manufocturing jnactioes and cost containment, and wliicli is a strong 
impediment to investment by defense contractors. Elements of the environment include con- 
stant budget tuAulence, small-volume programs, year-to-year program uncertainties, pro- 
gram itreKh oua, dianges in the rules of contracting (competition, military requirements, 
allowable profits, audit standards, etc.), late appropriatioiis, and uncertain congressional oon- 
timiingresolutions. These great unccrtaindes by themselves are sufficient to motivate deferoe 
oontracUHs not to invest in productivi^ improvemenls. They also serve as strong impediments 
to highly qualified Gommerdal manu&cturing firms entering the defense market; and in some 
cases, they have been [nimary causes of firms leaving the defense market 



The Department of Defense must support and make better and more exteasiTC 
use of programs already available (or potentially available) to stabilize major acquisition pro- 
grams. These indude two-year budget cycles, multi-year contracts, and a more realistic 
(achievable) five-year program. There also must be incisive analyses of programmed and 
budgeted development and production rates spedfically focused on the issues of manufoctui- 
ing effiden^ and cost contractor incentives for investment, attd long-term impact on indus- 
trial capad^ and capability. 
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Lift Cfde Costs 



The most effective measure of the value of a weapoa system is based not on its 
initial acquisitioii cost, but on the total costs over its entiTe fielded life. Effective, univenal use 
of true life c^e costing techniques is animperative if the D^nrtment of Defense is to acquire 
the nmn effective and reliable systems at affordable overall costs. 



The concept of life cytlt cosiiiig provides the most sound basis for effective 
evaluation of proposed weapon ^em research and development and production programs. 
However, life cycle costing is not often used effectively in the evaluation and source selectiM) 
processes. Program managers and source selection teams often focus over^elmingly on up- 
front costs and schedule considerations in evaluating proposals. Budget pressures are an obvi- 
ous cause of these priorities, but there are other, perhaps equally important, causes. 

Department of Defense personnel are uncomfortable with the inherently uncer- 
tain down-stream costs implied in the issues of how reliable a system is and how easily it can 
be maintained and used, as they are reflected in contractors' projections of requirements fix 
human resources and training, su^xnt equipment, spare pans. etc. Even affer the fact, the 
Department has no adequate means to monitor and evaluate actual versus projected life cyde 
costs and, hence, has no means to gain added confidence in future evaluations of contractors' 
projections of life i^e costs. One consequence is that the Department of Defense rarely as- 
signs any weight to contractors' reputations for producing reliable, hi^i-quality, low-mainte- 
nance ^sterns, because it has little abili^ to do so. 



The ITeparlment of Defense should raise the priori^ of using life cyde costs as a 
basic evaluation technique in acquisition programs. An assessment should be made of the 
progress of the Department of Defense in applying this concept. More research should be 
CMuhicied to achieve a better understanding of the concept and how it can be eqiloited for the 
Department's benefit Specific procurement esperimenis should be conducted to eqtlore how 
the use of life ^e costing can be developed to reduce overall costs of weapon ^stents. 
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Current Defense Depaitineni acquisition management ^stems and procedures 
not adequately recognize the inq>ortancc of effective quality control programs in contrac- 
VplantsnoT do tbey provide sufficient incentiveg for contractors to invest in such programs. 



In other countries, most notably Japan, techniques and processes fiar achieving 
ooMtStently high quality manufactured products have progressed much more rapidly and have 
been tnmc widely adopted than in the Unittd States. Within the United States industrial bate, 
finm in the defense sector have lagged even further behind. To some eueot, Department of 
Defense acquisition and management practices are causes of the rehxtance of defense con- 
tractors to adopt advanced quality control programs. Department of Defense practices, whidi 
have been diaracierized as impectrngqui^m, do not recognize or adequate^ reward ctMt- 
tracton ii4io achieve effective quality control and, hence, provide little incentive for them to 



The Department of Defense should develop an effective quality fini program, 
and dedicate the resources required to in^tlement such an effort. An effective program will 
require, among other things, basic changes in emphasis in source selection criteria and proce- 
dures and extensive training of Department of Defense personnel in modem quality control 
qstems and processes. 
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CcmincrGial Spcdficalioiis and Processes 

Conclnsioii 

D^artmeot of Defense programs might benefit greatly from incxeascd lue of 
commercial spectfications and, especially In the Itmer tiers, from increased use of the same 
resources (deagn, engineering, production facilities) to manufacture both militaiy and com- 
meicial products. Potential benefits include reduced lead times, reduced costs, improved 
quality and reliability, and inoeased responsiveness to meet surge and mobilization require- 

Discussion 

The separation in the industrial base between defense and oominerdal produc- 
tion is neariy absolute. Ibere are few examples of firms that produce both military and com- 
nterdal products in the same pl»its. There are firms that serve both markets, but Ihey 
invariab^ maintain rigid separation between the two lines of business. These firms, however, 
do have a more informed view of the difficulties involved in atten^ng to integrate produc- 
tion of military and conrnierdal products, llieir perceptions are that barriers to integration 
range from the immense burdens impoBod on defense contractors by Govemmuit rules and 
regulations(including. for example, cost atxountingstandards which require defense contrac- 
tors to keep two sets of books) to the unique requirements of thousands of detailed process 
and product q>ecification$ (i^ch frequently are obsolete by the time they are promulgated). 
In many product and process technologies, commercial practice has surpassed defense prac- 
tice, with the result that the Department of Defense often pays more for less advanced prod- 

RecfHamendBtion 



The Department of Defense should vigorously pursue efforts to increase use of 
conunerdal manubcturing process and product specifications, in lieu of unique military 
qwcifications. The EJepartment also should comprehensively identify barriers to integrated 
manufocturing of commerdal and military products and examine alternative practices irfiich 
might bcilitate such integration. 
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Emphav* on Proccat Technology 



Amerkan manubctuten, in many caaet, are unable to get products from re- 
search and development into the maiket as bst as is necessaiy to be CMtqKtitive. Hkts are 
many eanqjles where American manubcturers are unable to develop and apply new [vocess 
tedmology in their <^ratioag as fast as their intematioaal competitors. In the defense sector, 
the Department of Defense Manufacturing Technology Program is the only existing prograni 
focused q>ecifically on development of advanced manubctunng process technology. 



The Dqiartment ol Defense Manufacturing Tedmology Program has contrib- 
uted greatly to the advancement of generic manufitcturing science and technology, but even 
mac« productive results could be achieved with greatly nqwnded and more predictable levels 
of resources. The Department of Defense also must find specific means to integrate concur- 
rent product and process tedmology develo[Hnent into research and development programs 
and the acquisition life cyde. One way would be to require concurrent development of effi- 
cient, cost effective manufacturing capability as part of all research and development efforts. 
Among the measures that could be pursued is a contract clause tailored to each research and 
development effort to require development and demonstration of the ability to produce the 
product 



The Department of Defense should developa comprehensive program toensure 
development and application of effective, advanced process technologies concurrent with ba- 
sic science and technology programs and weapon systems develc^ment programs. The pro- 
gram should have four major thrusts: (1) development of manubctuiingtecfanolog)raspartof 
all basic science and technology programs; (2) development of mami&cturing technology in 
all weapon ^sterns development programs; (3) changes in polides governing contractor inde- 
pendent research and development/bid and proposal costs to stimulate emfrfiasis on manubc- 
turing tedmology and, (4) greatly eqtanded emphasis and resources for the Maimbcturing 
Technolog)' Program. 
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Conclusion 

The quality of the natJon's techiulogical skill base is an indicator of the future 
prospects for American industrial competitiveness. The source of the technical skill base is 
our university ^tem. While the quality of the q'sttm is sound (and it remains a national coin- 
petiiive advantage when compared to the rest of the world), there are some areas of ooncem. 



Much of the discussion about technical education focuses on funding, but the 
issuejs equally one of national leadership. The nation must build its technological skill base if 
it is to achieve the goals of security and well being of its dtizens. Current data suggests that 
foreigners may be utilizing our graduate technical programs more than we are (85 percent of 
the recent growth in graduate education has been from foreign students often on state subsidy 
and/or Federal Government grants). Coupled with demographics that will reduce the pocri of 
potential sdendsls and engineer^ there is a growing problem that can be altered only by na- 
tional leadership. 

The eSort should include all Federal agencies with technical missions, including 
the National Aeronaubcs and Space Administrabon, the Department of Energy, and the Na- 
tioiul Bureau of Standards of the Department of Commerce. National political and business 
leaders should be involved with a multi-media approach to achieve a national consensus for 
SL^port. Industry should be stimulated to assist with the eCFbrt in local and regional programs, 
seminars, cooperative education efforts, and, particularly, with attractive technical career 



RcconimeiidaUon 

The Department of Defense should lead the organization of a national program 
to stimulate enrollment in both undergraduate and graduate technical programs to assure 
both the quantity and quality of tedmically qualified graduates necessary for national success. 
Aspedfic objective should be to raise the prestige and attractiveness of technical careers, with 
partioilar emphasis on manu&cturing. 
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Hie Dquronent of Defente, pertx^ DKxe than uy oAer ageiHy, depewk cMi 
leduKdogy u its lifd)lood The D^Mitment hai a direct Hake in the qiuntitjr lad quali^ irf 
sdence and engjweering graduates. Effocti must be made to reverse the dedine io munben 
and capabilities of technically educated perHmnel. 



The Department of Defense Dii^t offer sdiolanhqM at iciiools willing to b 
manufacturing engineering programs. Selection of die schools would be b 



iqxH): 



leading edge university ex- 



Industrial luring programs to assure that the finest career op- 
portunities are afforded the new generatitHt manufacturing 
manager; 

Slate and univeraity commitments for faculty and curriculum 
develoiHDent to ensure America remains cm die leacHng edge 
of the development and management of technological pro- 



The Department of Defense should combine a scholarship program in manufac- 
turing engineering with a plan to build university «q)ertise in manufacturing. Tlie program 
ibouM be developed jointl)' with industry. 
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State-af-tbe-ut education fodlities repreteDt another defidency in American 
universities for teaiMng numufoctuting-related sdeDCC and engiiieenng gkills and, hence, 
provide another impediiDent fin students and bculty alilce to pursue manufacturing careers. 



An instrumented factory program might coropedtivelr award grants for a num- 
ber of advanced manufacturing technology demonstration centers to univeisiiies or non- 
pro&t coalitions of manufactureis, equipment suppliers, material suppliers, and other 
^jpropriate organizations. Each center would consist of an instrumented factory that pro- 
duceslimitedquantides of miliiaiy items, using the latest available state-of-the-art manufac- 
turing tedmologies. The program would provide for conducting Govemment-fiuided 
research and development associated with the processes used in the factory, encompassii^ 
the physical, data, control, and human factors. Mechanisms would be required to ensure that 
the technologies are pronqitly implemented in private con^)anies. 



The Department of Defense could provide seed money for an instrumented fac- 
tory program for industries wfiere there are large numbers of companies and significant non- 
defense applications. 
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llierc ii ■ need for focused, ccAerent uuriyait of inues >Secdng American 



United States law and poli^ historically have been developed jxiniarily in tb- 
iponae to domestic requirenieiib, wiA ItOle attention given to the poaable hannful efbcti 
Ihey ally have on die heilfli, vitality, and long-term survival of American manufacturing in- 
duitriei in an increaaiii^ competitive internaiioDal envirraiment E]9lic>t anessments of the 
effects of legislation and reguladononthe healdi and vf tali^ of our production base duMiId be 
ctmducted foioi to their promulgation. 



The Department of Defense reoonunends establishing a substantial analytic ca- 
patMli^witfain the Legislative Branch dedicated eiKlusively to objective analysis of the impact 
of existing and proposed legislation on the United States manufacturing base and iuabili^to 
compete internationally. 
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Direct, indirect, and tiidden taxes on die United States roanuftcturing base are, 
by current worid standards, not condudve to iovestiDg at the required levels to achiew and 
RUtain world leadership in advanced technologies and manufacturing processes. 



Coherent Tax PoUcies 



ESorts to achieve equitable tax policies doinestically have resulted in a substaih 
tial shifting of tax burdens from individuals to industrjr. Eyedally troubleaome to tauff 
Americaii manuEacturing firms is the Eict tihat die tax burden on industry is fully reflected in 
the ooeB of domestically mamifoctured prodicts, but uotin dK cmttof fordgn-manuhctund 
products sold in the American market, even though alternative tax stnictures to equUa iIm 
tax burden aoiMS all products are permitted under the General Agreement on l^ritb and 
Ta6e. 



The Dqiartment of Defense advocates and supports die coooept diat then 
should be a comprehensive analysis of tax polides spedGcally focused on enhancing die inler- 
national competitivcDcss of American manubcturing industries. Tie Dqianmeat of Defene 
lecoaunends thai the President and the Congress jointly cause this ooiif>reiienaivc analysis to 
be undertaken as a natimial prioriqr. 
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CDhaat Trade wad Doncstk PoUcIm 



Many ocber dements of Federal Uw (antitnA, envinmmeDt. afetr. etc.). other 
than the tax code, ilw afiea the <^ratkMis awl (x»ts of manubcturiiig ID the United State*. 
In many casei, nidi lawi ue unique to the United States and. therefore, rqvewnt uniqiie 
financial burdens on domestic manufoctureis. 



Trade policies, as well as elements of domestic polidea (antitruit, etc.) are sig- 
nificant detenninants not only of the level of resources that are or can be devoted to defense, 
but of the productiviqr of Ac industries supporting our defense. From die pei^wcdve of secu- 
rity pcdity. die Department of Defense believes that in formulating trade policies, within the 
Eiameworfc erf international agreements, attention ahould be focused on the inqiact such poli- 
des have on American competitiveness and stimulating a productive manufacturing base. 
Domestic policies also should be examined from this perspective. 



The Department of Defense advocates and supports the concept that there 
Aouldbe a con^rehensive analysis of trade policy and domestic policies, qjedfically focused 
on enhancini die intemationa] competitiveness of American manufacturing industries. The 
Department of Defense reoommends that the President cause such fundamental examina- 
tions to be undertaken as national priorities. 
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There is substantial evidence thai the basic skill levels of many American high 
idwol paduates are not adequate 6>r the needs of manubcturing fiims. At the univeisity 
level, curricula does not adequately focus on manubduring processes, teduiologies. or man- 
agemenL Continuing education programs for professionals and woricen alike are inadequate 
or nonexisteni in most American firms. 



Educalioa and Trainini 



The Department of Defense is dependent uptHi a continuing flow of highly quali- 
fied mathematicians, sdentisis, engineers, and technidans, as well as an adequate supply of 
skilled, motivated line workers in manubcturing processes and maintenance programs. 
Shwtages in these areas create market distottioDS, wliicti disrupt development and produc- 
tion schedules, reduce quality, and inaease costs. Education and training are the most funda- 
mental long-tenn national priorides in the effort to sustain an advanced industrial economy 
and to provide adequately for our defense. 

The Department of Defense traditionally has been and continues to be involved 
in scientific and technical educadonal programs, but has not recently subjected its educati«Mi>l 
pioffMos to rigorous review from the perspective of modem industrial requirements. llieTe 
alto has been no recent fundamental eitaminadon of the quali^ or relevance of American 
educational ^stems (at all levels) ^>edfically flom the perspective of the needs of an ad- 
vanced industrial economy. The combination of deficiencies in education and training at all 
Icveb represents, perhaps, the most serious long-arm problem being die United Slates in- 
dustrial base. 



The Ilepartment of Defense problem with reqied to inadequate skill levels in 
the United States is a component part of the national problem. The Department recognizes 
that l(»g-term basic solutions are beyond the scope of its resfionsibilides and capabilities and 
urges that there be a national effort, beginning now. to achieve these long-term solutions. 
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Prhatc Sector iMuca 
Canchuion 



Notwithstanding the continuing successes of some entire sectors of the United 
States manufacturing base and of individual finns in other sectois, there is a pervasive prob- 
lem with the quality and cffectiveDess of management in American manufacturing industries. 



Hie findings of this study are, collectively, an indictment of management In 
American manubcturing firms. This is a particulariy sensitive problem because GovemnwM 
has little or no ability to adcfress tbe problem or to conhibuie to its solution. Of course, <me 
exception is that Government should ensure that its current practices that are intrusions into 
the operations of manufacturing firms do in foct impose the least possible harm on these 
Gims. However, this should not be construed lo mean Government will shirk its oversight 
responsibilities. A less obvious exception lies in Ute potential for Oovemment to influence 
die expectations and actions of owners and managers thriHi^, for example, changes to taxlaw 
to discourage an excessive focus on the sbort-term and to provide incentives for long-term 
investment in technology ilevelopment and implementation. 



The Department of Defense can contrittute substantially to improved m 
ment in defense firms throu^ improved acquisition processes, selective contraa incentives 
based cm CMnpetitive coat reductions, and a ccmcommitant effort to reduce its intrusioaa into 
management's afbiis. The management problem m non-defense industries, howevM', is 
largely beyond the reach of Government agencies. At a minimum, however, unneceisaiy 
Government barriers to management motivation to achieve manubcturing excellence and 
competitiveness must be identified and dismantled. 
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POSTSCRIPT 

by Dr. Robert B. Costello 
Under Secretary of Deftense (Acquisition) 

The research that formed the basis for the recomniendaiions contained in diis 
report was conducted over more than a year's time. As good ideas came to the fiire (hiring lUs 
period, we diose to act upon tbem rather than await Gnal publicatioo of the report on this 
initiative. Some of dte recommendations already are ongoing witliin the Department. For ex- 
ample, one key recommendation in this report, perhaps Uk highest prioriqp, is directed to 
forging better relations with industiy. Proper cooperation between industry and Government 
is essential for aeatinga M7n-m'n situation for both parties and for ensuring the existence of a 
healthy and vital industrial base from which the Department can draw its missicHi require- 
ments. 

To this end, the establishment of a EJefense Manufacturing Board within the De- 
partment of Defense is undetway. This new Board has an a^ifoved charter, and the nomina- 
tion process for members has begun. The Nadonal Academy of Sciences has agreed 
informally to create a Defense Manufacturing Strategy Committee, referred to in die report 
as the Manufacturing Advisory Council. Nominees to this Committee also have been identi- 
fied. The Defense Science Board has formed a Defense Industrial and Technology Base Task 
Force. This Task Force will examine in greater detail the recommendations we hive mode on 
bolstering defense industrial competidveness. These beginning efforts should provide the 
foundation for a more effective partnership between the Department and the industries upon 
which we rely and for developing innovative solutions to both the short- and long-term prob- 
lems identified in the report. 

Two key actions required to ensure a comprehensive, sustained effort to imple- 
ment these and other new initiatives are: (l)toprovideasemor-level focal point tocoocen- 
trate Departmental responsibilities for industrial base programs; and (2) to acquire the 
factual data required to support sound industrial base plans and programs. 

Efforts are actively underway to establish the newposition of DepuQrUnder Sec- 
retary of Defense (Production Base and International Technology), who was referred to in the 
report as the IJepartmeni of IJefense Production Base Advocate. Along with its institutional 
reifwnsibilities to receive, evaluate, and test innovative ideas to improve Department of 
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I^feote manufocturing prograing, [he Office of [he Deputy Under Secretaiy of Defense (Pro- 
duction Base and International Tecbnology) will serve as tbe focal point within the Office of 
the Secretaiy of Defense to oversee and coordinate all mamibcnituig-related activities of the 
Department 

Tbe Office of tbe Depu^ Under Secretary of Defense (Production Base and In- 
teniaiional Technology) also will be re^xmsiUe fbr acquiring, organizing, maintaining, and 
disseminating data required for defense industrial base plans and [migrains. This effm al- 
ready has begim with tbe stafBng of a directive merging tbe Defense Industrial Netwoit and 
Project SOCRATES into tbe Defense Industrial Base Infonnation Administnitioa. Tins ef- 
fort will be broadened in tbe near future to develop means to idendfy cridcal foreign-sourced 
iteaa in current and proposed weapon ^stems programs. 

With diese two key actions underway, the foundations are bemg laid for estab- 
lishing the conqnebensive, dedicated capabilities we require to manage effectively a great 
many discrete industrial base programs. Many of these already are underway and mH con- 
tinue. but tbey will be placed under die general cognizance of the Deputy Under Secretary of 
Defense (Production Base and International Technology) fbr oversight, poliqr guidance, and 
Department-level managemenL 



Educational initiatives are, in Ow long-term, perhaps the most significant of die 
recommendations amtained in the report. We intend to move resolutely, but cautiously, on 
these: resolutely because the issue of superior technical and sdentific education is critical to 
die nation's future; cautiously because tbe Department of Defense property is limited to a 
support role in tins issue, whidi involves eveiy level of Government. 

A number of die remaining recommendations relate to efforts already in place 
within the Department or to recent new initiatives. This, of course, does not mean that we 
have sotwd all our problems. These are partial solutions to veiy complex problems that will 
continue to require our attention and the best ideas from industry, Govenunent. and our al- 
lies. 

For example, in order to help ensure that secttws critical to our secun^, such as 
the semiconductor and machine tool industries, become more internationally competitive in 
manubcturing ledumlogy, the Department has provided si^f)ort for tbe establishment of a 
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Semiconductor Maniifiicturing Technology Consortiuin and a Nadoul Center For Manubc- 



Our Total Quality Management effort is another example of a current eSon un- 
derway within the Department that is in consonance with the findings of this study. We are 
wDridng to broaden the focus of quali^ to change die present culture of the acquisition 
process, contractual requirements, design and manufocturing practices, and the modem con- 
cept of quality. We hope to pn>vide the means to change the quality culture aoxMS the Dqwrt- 
ment of Defense and industry by reducing weapon ^stems' costs while in^H-oving their quality 
in the field. 

We are now in the process of forming a strategic planning task force, with mem- 
bership from the OfBce of the Secretary of Defense, the Military Departments, the Organiza- 
tion of the Joint Chic& of Staff, and the Defense Logistics Agemy. The principal purpose of 
the task force will be to esi^Iish meaningful linkages between the materiel requirements of 
mihiary operad'ooal plans and the industrial base and tedirwiogy programs managed by die 
Deputy Under SecTctaiy of Defense (Production Base and Inlematiooal Technology). Asub- 
stantial portion of this task already has been accomplished and provides a solid fbundatioa fbr 
the work of the tadc force. The Joint Industrial Mobilization Ptaiming Process is the analytic 
and assessment process used by the Military Departments, Organization of the Joint Chieb of 
Staff, and Defense Agencies to perform industrial capabilities analyses for the Joint Strategic 
Planning System and to link industrial mobilization plans to operational plans. 

Substantial progress also has been made on the recommendations for: improv- 
ing incentives for producibility enhancing investments; focusing the acquisition q>stem on life 
cyde costs; increasing use of commercial product and process spedficalionK and greatly in- 
creasing our emphasis on the development of advanced manufacturing technology. 

Contact also has been made with the Economic Polity Council in the Executiwa 
OfBce of the President in order to be^n establishing a meansof exploring further the irational 
policy issues discussed in this report. 

Marty other efforts are being pursued within the Department of Defense. These, 
in conjunction with the newideas emanating from this stiuly, have formed the basis for imfde- 
menting this action plan to bolster defense industrial competitiveiiess. 
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To retulhoriie and amend the Defente ProduciiaD Act of 1950, sod for other 



IN THE SENATE OF THE UNITED STATES 
Jm.T 24 <l<«i*Utive d»j, Januabt 3), 1989 
Mr, Dixon (for hiiiuelf, Ur. Hbine, Ht. Shhlbt, Mr. Wtkth, uid Hr. 
D'Ahato) mtroduoed the foUowing Inll; which wu rekd twice »nd referred 
to the Comouttee on Butldiig, Homing, end Urben Affkira 



A BILL 

To reauthorize and amend tiie Defense Production Act of 1950, 
aad for other purposes. 

1 Be it enacted by the Senate and House of Represenla- 

2 tivea of the United States of America in Congress assembled, 

3 SECTION 1. SHORT TITLE. 

4 This Act nui; be cited as the "Defense Production Act 

5 Ameodmenta of 1989". 

6 SBC 2. CONGRESSIONAL FINDINGS. 

7 The Congress finds that — 

8 (1) the Defense Production Act of 1950 (50 

9 U.S.C. App. 2061 et aeq.) provides essential authority 
10 for— 
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1 (A) preserving and enhancing the defense in- 

2 dustrial and technology base of the United States 

3 during peacetime; and 

4 (B) mobilizing the Nation's productive capac- 

5 ity for national defense during periods of n&tional 

6 emergency; and 

7 (2) amendments to such Act are needed to— 

8 (A) improve its utility to effectively susttun 

9 and develop the efGciency of the Nation's existing 
10 productive capacity necessary to meet national de- 
ll fense requirements; 

12 (B) estabUah a revolving fund for improved 

13 management of the resouroes dedicated to defense 

14 industrial preparedness and die conduct of the 

15 programs authorized under the Act; 

16 (G) faciUtate use of such Act to foster the de- 

17 velopment of emerging technologies and advanced 

18 processes by providing appropriate protections for 

19 joint undertakings in research, development, pro- 

20 duction, and marketing; and 

21 (D) eliminate outdated provisions that detract 

22 from the Act's usefulness as a primary set of au- 

23 thorities for the muntenanee and enhancement of 

24 the defense industrial and technology base of the 

25 United States. 
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Sec. 138. 

Sec. 133. 

Sac. 134. 

Sec. 13S. 



Prioritiei in contrtcta uid arder>, 
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Sec. 141. Synthetic fuel ution. 

Sec. 14S. Voluntary agreemente end pleni of eotion for intenutjonnl igreement 

for internntionel mUoceticm dF petroleuiD prodiKtt lud reluad ii 

ibmution ayalemi. 
Sec, 14S. Aulhoiiutian of ippropiiatiDna. 
Sec. 144. Joint emnmittae on deienie production. 
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Sac. 146. Penoni diaqunlified for em^oymenl. 



Pabt F— Rbauthobieation op Sblbctbd Provisions 
Sec. 191. Autboriution of ippropriUianB. 
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Sec. 201. InduaCriftl ctptUlitiei oonunitlea. 

Sec. 203. intepUiaa of lullfflul lecurily policy and natioiul ecoDoniic policy. 

Sec. 203. Aaeaiaing indlutiilJ mpminveiieu cipiliililiee. 

Past B — EcconBAorao Impkovhunt of thb Dbpkhsi Ikdubtbial Babe 

Sec. 211. Encoungement (rf inveiOnent in (dvuioed manufuturing techoalagy end 

Sec. S12. BecofnitioD o( modcniiied produclioii ijUtat ind equipmsnl in mnlract 

■ward and adminiatration. 
Sec. 21S. Support (or Ibe development and ^plication o( oritiiial lecbnologici. 
Sec. 214. Proeuremenl o( critical itema of lupply. 

Past C — Unfais Fobs ion Cohpbtttion 



TITLE in— AMENDMENTS TO BELATED LAWS 

from sale of eicesa indunrial plant equipmenl and faraiilieB. 
g oS critical componenU. 

TITLE IV— EFFECTIVE DATES 

Sec. 401. ESectiTe datei. 

1 TITLE I— AMENDMENTS TO THE 

2 DEFENSE PRODUCTION ACT OF 

3 1950 

4 PART A— DECLARATION OF POLICY 

5 SEC 101. DECLARATION OF POUCY. 

6 Section 2 of the Defense Productioa Act of 1950 (50 

7 U.S.C. App. 2062) is amended to read as follows: 

8 "SEC 2. DECLARATION OP POLICY. 

9 The vitality of the industrial and technology base of the 

10 United Statea ia a foundation of national security. It provides 

1 1 the industrial and technological capabilities employed to meet 

12 national defense requirements, in peacetime and in time of 

13 national emergency. In peacetime, the health of the industrial 

14 and technology base contributes to the technological superi- 
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1 ority of our defense equipment, which is a cornerstone of our 

2 nataotuU defenie strategy, and the efficiency with which de- 

3 fense equipment is developed and produced. In times of crisis, 

4 a healthy industrial base will be able to effectively provide 

5 the gradnatfld response needed to effectively meet the de- 

6 mands of the emergency. 

7 To meet these requirements, the Act affords to the 

8 President an array of authorities to shape defense prepared- 

9 nesB programs and to take appropriate steps to maintain and 

10 enhance the defense industrial and technology basci 

11 PAKT B— AMENDMENTS TO TITLE III Of THE 

12 DEFENSE PRODUCTION ACT 

13 SEC 111. EXPANDING l^E REACH OF EXISTING AUTHORITIES 

14 UNDER TITLE III. 

15 (a) GUABANTBB AuTHOBiTY.-^Section 901 of the De- 

16 fense Production Act of 1960 (50 U.S.C. App. 2081) is 

17 amended — 

18 (1) in subsection (aMD. by striking "to expedite 

19 production and deBveries or services under Govern- 

20 ment contracts for the procurement of materials or the 

21 performance of services for the national defense" and 

22 inserting "to expedite or expand production and deliv- 

23 eries or services under Government contracts for the 

24 procurement of industrial resources or a critical tech- 

25 nology for the national defense"; 
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1 (2) by amending subsection (aK3)(A) to read: 

2 "(A) the guaranteed contract or operation is 

3 for industrial resources or a critical tecbnolog; 

4 which is essential to the national defense;"; 

5 (3) in subsection (a)(3)(B), by striking "the capa- 

6 hility for the needed material or service" and inserting 

7 "the needed industrial resources or critical technol- 

8 ogy"; 

9 (4) in subsection (e)(1)(A), by striking "Except 

10 during periods of national emergency declared by the 

11 Congress or the President" and inserting "Except as 

12 provided in subparagraph (D)"; 

13 (5) in subsection (e)(lKC), by striking 

14 "$25,000,000" and inserting "$50,000,000"; and 

15 (6) by adding at the end of subsection (eKl), the 

16 following new subparagraph: 

17 "(D) The requirements of subparagraphs (A), 

18 (B), and (C) may be waived during periods of na- 

19 tional emergency declared by Congress or the 

20 President or upon a determination made by the 

21 President, on a nondelegable basis, that a specific 

22 guarantee must be promptly made to avert an in- 

23 dustrial resource or critical technology shortfall 

24 that would severely impair national defense capa- 

25 bihty.". 
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1 (b) LoAHS TO Pbitate Bcsinesb Entebpbibes. — 

2 Section 303 of the Defense Production Act of 1950 (50 

3 U.S.C. App. 2092) is amended— 

4 (1) in subsection (&), by striking "for tiie procure- 

5 ment of materials or the performance of services for 

6 Uie national defense" and inserting "for the procure- 

7 ment of industrial resources or a critical technology for 

8 ' die national defense"; 

9 (2) in subsection (cXl), by striking "THe sUch loans 

10 may be made under this sectioh, except during periods 

11 of national emei^ncy declared by the Congress or the 

12 President" and inserting "Except as provided in para- 

13 graph (4), no loans may be made under this section"; 

14 (3) in subsection (cK3), by striking "$25,000,000" 

15 and inserting "$50,000,000"; and 

16 (4) in subsisction (c), by adding at the end the fol- 

17 lowing hew paragraph: 

18 "(4) The requirements of paragraphs (1), (2), and 

19 (3) of this subsection may be waived during periods of 

20 national emergency declared by Congress or the Presi- 

21 dent, or upon a determination made by the President, 

22 - on a nondelegable basis, that a specific guarantee must 

23 be promptly made to avert an industrial resource or a 

24 critical technology shortfall that would severely impair 

25 national defense capabflity.". 
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1 (C) PUBCHASES AND PUBCHASE COHHITHENTB. — 

2 (1) Section 303 of the Defense Production Act of 

3 1950 (50 U.S.C- App. 2093(a)) is amended to read as 

4 follows: 

5 "(aKl) I'd assist in carrying out the objectives of this 

6 Act, the President may make provision (A) for purchases of 

7 or cominitments to purchase an industrial resource or a criti- 

8 cal technology, for Oovemment use or resale; and (B) for the 

9 encouragement of exploration, development, and mining of 

10 critical and strategic materials, and other materials. Pur- 

11 chases for resale under this subsection shall not include that 
13 part of the supply of an agricultural commodity which is do- 

13 mestically produced except insofar as such domestically pro- 

14 duced supply may be purchased for resale for industrial use 

15 or stockpiling, and no commodity purchased under this aub- 

16 section shall be sold at less than the established ceiling price 

17 for such commodity (except that minerals, metals, and mate- 

18 rials shall not be sold at less than the established ceiling 

19 price, or the current domestic market price, whichever is 

20 lower), or, if no ceiling price has been established, the higher 

21 of the following: (i) The current domestic market price for 

22 such commodity, or (ii) the minimum sale price established 

23 for agricultural commodities owned or controlled by the Gom- 

24 modity Credit Corporation as provided in section 407 of 

25 Public Law 430, 81st Congress. No purchase or commitment 
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1 to purchase any imported agricultural commodity shall »pcG- 

2 ify a dolivory dat« which is more than one year after the 

3 expiration of this section. 

4 "(2) Except as provided in paragraph (4), the President 

5 may not execute a contract under this gubsection unlc»» the 

6 President determines that — 

7 "(A) the industrial resource or critical technology 

8 is essential to the national defense; 

9 "(B) without Presidential action under authority 

10 of this section, United States industry cannot rcaann- 

11 ably be expected to provide the capability for the 

12 needed industrial resource or critical technology in a 

13 timely manner; 

14 "(G) purchases, purchase commitments, or other 

15 action pursuant to this section arc the most cost-cffce- 

16 tivc, expedient, and practical alternative method for 

17 meeting the need; and 

16 "(D) the United States national defense demand 

19 for the industrial resource or critical technology is 

20 equal to, or greater than the output of domestic indus- 

21 trial capability which the President reasonably dctiir- 

22 mines to be avfulable for national defense, including the 

23 output to be established through the purchase, pur- 

24 chase commitment, or other action. 
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1 "(3) Except as provided in paragraph (4), the President 

2 shall take no action under this section unless the industrial 

3 resource shortfall which such action is intended to correct has 

4 been identified in the Budget of the United States or amend- 

5 ments thereto, submitted to the Congress and accompanied 

6 by a statement from the President demonstrating that the 

7 budget submission is in accordance with the provisions of the 
6 preceding sentence. Any such action may he taken only after 
9 60 days have elapsed after such industrial resource shortfall 

10 has been identiHed pursuant to the preceding sentence. If the 

11 taking of any action or actions under this section to correct 

12 an industrial resource shortfall would cause the aggregate 

13 outstanding amount of all such actions for such industrial re- 

14 source shortfall to exceed $50,000,000, any such action or 

15 actions may be taken only if specifically authorized by law. 

16 "(4) The requirements of paragraphs (1), (2), and (3) 

17 may be waived during periods of national emergency declared 
16 by Congress or the President, or upon a determination made 

19 by the President, on a nondelegable basis, that a specific pur- 

20 chase or purchase commitment must be promptly made to 

21 avert an industrial resource or a critical technology shortfall 

22 that would severely imptur national defense capability."; and 

23 (2) Section 303(b) of such Act is amended by 

24 striking "September 30, 1995" and inserting "a date 

25 that is not more than 10 years from the date such pur- 
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1 chase, purchase commitment, or sale was initially 

2 made". 

3 SEC. 112. SALES OR TRANSFERS OF EXCESS INDUSTRIAL 

4 RESOURCES. 

5 Section 303(0 of the Defense Production Act of 1950 

6 (50 U.S.C. App. 2093(0) is amended to read as follows: 

7 "(0 Industrial resources acquired pursuant to the provi- 

8 sions of this secdon which, in the judgment of the President, 

9 are in excess of the needs of programs under this Act, shall 

10 be sold for industrial use pursuant to other Government pro- 

1 1 grams or transferred to the National Defense Stockpile estab- 

12 lished by the Strategic and Critical Materials Stock Piling 

13 Act (50 U.S.C. 98 et seq.), when the President deems such 

14 action to be in the public interest. Sales or transfers made 

15 pursuant to this subsection shall be charged ag^nst or rcim- 

16 bursed from funds appropriated to such other Qovemment 

17 programs or the National Defense Stockpile to which such 

18 resources were sold or transferred, at the current domestic 

19 market price for such industrial resources. For the purposes 

20 of subsection (cK2), such sales or transfers shall be considered 

21 transactions entered into pursuant to the authority of subsec- 

22 tion(a).". 
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1 SEC. 113. DEFENSE PRODUCTION ACT FUND. 

2 (a) In General. — Section 304 of the Defense Produc- 

3 tion Act of 1950 (50 U.S.C. App. 2094) is amended to read 

4 as follows: 

5 "SEC 304. DEFENSE PRODUCTION ACT FUND. 

6 "(a) Establishment of Fund. — There is established 

7 in the Treasury of the United States a separate fund to be 

8 known as the Defense Production Act Fund (hereinafter re- 

9 ferred to as 'the Fund'). 

10 "(b) Moneys in Fund. — The following monies shall be 

1 1 credited to the Fund: 

12 "(t) All monies appropriated hereafter for the 

13 Fund. 

14 "(2) All monies received hereafter on transactions 

15 entered into pursuant to section 303. 

16 "(3) All monies received hereafter under transfers 

17 made from the National Defense Stockpile Transaction 

18 Fund, pursuant to section 98h(c) of title 50, United 

19 States Code. 

20 "(4) All monies received herei^ter pursuant to 

21 section 204(h) of the Federal Property and Administra- 

22 tive Services Act of 1949 from the disposition of indus- 

23 trial plant equipment and production facilities no longer 

24 required for industrial ba.se mobilization purposes. 

25 "(c) Use of Fund. — The Fund shall be available to 

26 carry out the provisions and purposes of title III, subject to 
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1 the limitatioiis Bet forth in this Act and in appropriations 

2 Acts. 

3 "(d) Duration of Fund. — Monies in tbe Fund shall 

4 remun available until expended. 

5 "(e) Fund Balance. — The Fund balance at the close 

6 of each Gscal year shall not exceed $250,000,000, excluding 

7 any monies appropriated to the Fund during that fiscal year. 

8 If at the close of any fiscal year the Fund balance exceeds 

9 such amount, the amount in excess of $250,000,0(X), exclud- 

10 ing obligated funds appropriated to the Fund during that 

11 fiscal year, shall be paid into the general fund of the Treaa- 

12 ury. 

13 "(f) Fund Manaobb. — The Secretary of the Treasury 

14 shall designate a Fund manager. The duties of the Fund 

15 manager shall mdude — 

16 "(1) determining the Uability of the Fund m ac- 

17 cordance with subsection (g); 

18 "(2) certifying that the limitation contained in sec- 

19 tion 711(aK4)(B) will not be exceeded by the additional 

20 obligation required by any agreement proposed under 

21 title m and providing authorization to enter into such 

22 agreement if such limitation is not exceeded; and 

23 "(3) reporting to Congress each year regarding 

24 fund activities during the previous fiscal year. 
26 "(g) LiABiLiTiBB Against Fund. — 
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1 "(1) In obnerai,. — When any sgreement hereaf- 

2 t«r entered into pursuant to title III impoBes contin- 

3 gent liabilities upon the United States, Buch liability 

4 ahall be considered an obligation against moneys in the 

5 Fund. The amount of such obligation shall be deter- 

6 mined for each fiscal year in accordance vith pua- 

7 graph (2). 

8 "(2) Dbtbbmination of liability. — For pur- 

9 poses of paragraph (1), the amount of obligalionB 

10 against the Fund shall be the greater of — 

11 "(A) the aggregate outlays required by pur- 

12 chase or purchase commitment contracts, or B- 

13 nancing a^eementa less the anticipated aggregate 

14 receipts from resale of materials purchased with 

15 moneys ^m the Fund and the anticipated re- 

16 ceipts from the direct sale of materials by the pro- 

17 ducer to customers; or 

18 "(B) one-third of the aggregate outlays re- 

19 quired by purchase or purchase commitment con- 

20 tracts or financing agreements. 

21 Anticipated receipts and anticipated reductions in purchase 

22 commitments ahall be included under subparagraphs (A) uid 

23 (B) only if a written plan for sale of materiaJa has been devel- 

24 oped, specifying probable customers, amount, time of the 

25 sales, and sales price.". 



d by Google 



219 

15 

1 (b) CoNFOBlONO AUENDHENTS. — Section 9 of the 

2 Strategic and Critical Materials Stock Filing Act (50 U.S.C. 

3 dSh) is amended — 

4 (1) in subsection (b)(2), by adding aft«r subpara- 

5 grapb (E), the following new Hubpajagraph: 

6 "(F) Transfer to the Defense Production Act 

7 Fund established pursuant to section 304(a) of the 

8 Defense Production Act of 1950."; and 

9 (2) by amending subsection (c) to read as follows: 

10 "(cXD Except as provided in paragraph (2), all moneys 

11 received from the sale of materials being rotated under the 

12 provisions of section 6(a)(4) or disposed of imder section 7 

13 shall be covered into the Fund and shall be available only for 

14 the acquisition of replacement materials. 

15 "(2) Moneys derived from sales of materials to the 

16 public pursuant to secdon 6(aK5) shall continue to be trans- 

17 ferred to the Defense Production Act Fund established pursu- 

18 ant to section 304(a) of the Defense Production Act of 1950, 

19 until the aggregate amount of such transfers equals 

20 $10,000,000 for any fiscal year.". 

21 (c) Capitalization op Fund. — There shall be trans- 

22 ferred to the Defense Production Act Fund, established by 

23 subsection (a) of this section, the sum of $200,0(X),000 from 

24 the unobligated balance of the National Defense Stockpile 

25 Transaction Fund (50 U.S.C. 98h). 
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1 SEC. 114. ANNUAL REPORT ON IMPACT OF OFPSBTS. 

2 Section 309 of the Defense Production Act of 1950 (50 

3 U.S.C. 2099) is amended— 

4 (1) in subsection (a) — 

5 (A) by striking "Not later" and inserting "(1) 

6 Not later"; 

7 (B) by striking the second sentence; and 

8 (O by adding at the end the following new 

9 paragraph: 

10 "(2) The Department of Commerce shall — 

11 "(A) prepare the report required by para- 

12 graph (1); 

13 "(B) consult with the Secretary of Defense, 

14 the Secretary of the Treasury, the Secretary of 

15 State, and the United States Trade Representa- 

16 tive in preparation of such report; and 

17 "(G) function as the President's Executive 

18 Agent for carrying out the requirements of this 

19 section."; 

20 (2) by amending subsection (b) to read as follows: 

21 "(b) Intbbaoency Studies and Related Data. — 

22 "(1) Each report required under subsection (a) 

23 shall be based on appropriate interagency studies 

24 which identify the cumulative effects Ondirect as well 

25 as direct) of offset agreements on — 
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1 "(A) the full range of domestic defense pro- 

2 ductive capability (with special attention to the 

3 Snns serving as lower-tier subcontractors or sup- 

4 pliers); and 

5 "(B) the domestic defense technology base as 

6 a consequence of the technology transfers associ- 

7 ated with such offset agreements. 

8 "(2) Data developed or compiled by any agency 

9 while conducting such interagency study or other inde- 

10 pendent study or ajialysis shall be made avfulahle to 

11 the Secretary of Commerce to facilitate the Secretary 

12 in executing his responsihilities with respect to trade 

13 offset and countertrade poUcy development."; 

14 (3) by adding at the end the following new suh- 

15 sections: 

16 "(c) Notice op Oppsbt Aqbebmbnts. — (1) If a 

17 United States firm enters into a contract for the sale of a 

18 weapon system or defense-related it«m to a foreign country 

19 or foreign firm and such contract is subject to wa offset agree- 

20 meut exceeding $5,000,000 in value, such firm shall furnish 

21 an offset agreement to the official designated m the regula- 

22 tions promulgated to paragraph (2) information concerning 

23 such sale. 

24 "(2) The information to be furnished shall be prescribed 

25 m regulations promulgated by the Secretary of Commerce. 
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1 Such reguladons shall provide protection from public diaclo- 

2 sure for information which is reasonably designated as propri- 

3 etary or business confidential by the Grm submitting such in- 

4 formation, unless pubUc disclosure is subsequently specifically 

5 authorized by such firm. 

6 "(d) Contents of Repobt. — 

7 "(1) In obnbbal. — Each report under subsection 

8 (a) shall include^ 

9 "(A) a net assessment of the elements of the 

10 industrial base and technology base covered by 

11 the report; 

12 "(B) recommendations for appropriate reme- 
18 dial action under the authorities provided by this 

14 Act, or other law or regulations; 

15 "(C) a summary of the findings and recom- 

16 mendations of any interagency studies conducted 

17 during the reporting period under subsection (c); 

18 "(D) a summary of oUaet arrangements con- 

19 eluded during the reporting period for which infor- 

50 mation has been furnished pursuant to subsection 

51 (c); and 

22 "(E) a summary uid analysis of any bilat«ral 

23 and multilateral negotiations relating to use of off- 

24 sets completed duiing the reporting period. 
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1 "(2) Altbbnativb pnroraGS. — Each report may 

2 include uiy altern&tive frndings or recommendations of- 

3 fered by any departmental Secretary, a^ncy head, or 

4 the United States Trade Representative to the Secre- 

5 taiy of Commerce. Such alternative Ending or recom- 

6 mendation may be included if the Secretaiy of Gom- 

7 meroe has been furnished the independent study or 

8 analysis upon which such alternative finding or recom- 

9 mendation is based during the preparation of the 

10 report. 

11 "(e) Utilization of Annual Repobt in Nbqotia- 

12 tions. — The findings and recommendationg of the reports 

13 required by subsectitHi (a), and the various interagency re- 

14 ports and analyses providing the basis for such reports shall 

15 be considered by representatives of the United States during 

16 bilateral and multilateral negotiations to minimize the ad- 

17 verse efiects of offsets.". 

18 PART C— AMENDMENTS TO TITLE VII OF THE 

19 DEFENSE PRODUCTION ACT 

20 SEC 121. SMALL BUSINESS. 

21 Section 701 of the Defense Production Act of 1950 (50 

22 U.S.C. App. 2151) is amended to read as follows: 

23 "SEC. TOL small BUSINESS. 

24 "(a) Pabtioipation. — Small business concerns shall 

25 be ^ven the maximum practicable opportunity to participate 
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1 as contractors, and subcontraoton kt Wt8\ii tiers, in all {Vo- 

2 grams to TmLintAJn and iVK&gtJiiBii the N&tion'B induBtiial 

3 base and teclmi^Og^ base undertaken pursuant to this Act. 

4 "(b) AsHiNiSTfiATiON OF AcT. — In adminiBteriiig the 

5 programs, implementing regulations, policies, and procedurei 

6 under this Act, requests, applications, or appeals from small 

7 business concerns shall, to the maximum extent praotie^le, 

8 be expeditioualy handled. 

9 "(o) AiLOCATiONS Undbb Seotion 101. — Whenever 

10 the President invokes the power to allocate any material pur- 

11 Buaat to section 101 of this Act, small business concemi ih&ll 

12 be accorded, so far as practicable, a fair share at luoh fflateri' 

13 al, m proportion to the share received by such businflii cob'' 

14 cems imder normal conditions, giving such special conlideT' 

15 ation as m&j be possible to new small business ooncerns of 

16 individual firms facing undue hardship.". 

17 SEC. 122. DEnmriONS. 

18 Section 702 of the Defense Production Act of 1950 (50 

19 U.S.C. App. 2152) is amended to read as follows: 

20 "Sec. 702. Definitions. — Aa used in iiaa Act — 

21 "(1) Ceitical component. — The term 'critical 

22 component' shall include components, subaystoms, sys- 

23 terns, and related special tooling and test equipment 

24 essential to the production, repair, maintenance, or op- 
26 oration of weapon systems or otiier military equipment 
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1 assigned a priority desigiifttioii by the Secretary of De- 

2 feme. 

3 "(2) Gbiticai, technology. — The term 'critical 

4 technology' ahall include a technology that is included 

5 in one or more of the plans submitted pursuant to sec- 

6 tion 2S68 of title 10, United Stetea Code, unless sub- 

7 sequently deleted, or such other emerging or dual use 
6 technology as may be designated by the President. A 
9 list of critical or emerging technologies shall be main- 

10 tained and periodically published in the Federal Regis- 

11 ter and printed in the Code of Federal Begulations. 

12 "(3) Defense contbactob. — The term 'defense 

13 contraetor' means any person who enters into a con- 

14 tract with the United States to furnish matcri^s, in- 

15 duatrial resources, or a critical technology, or to per- 

16 form services for the national defense. 

17 "(4) Domestic soueob. — The term 'domestic 

18 source' means a business entity that performs substan- 

19 tially all of the research and development, engineering, 

20 manufacturing, and production activities required of 

21 such firm as a defense contractor in the United States 

22 or Canada. 

23 "(5) Facilities. — The term 'facilities' shall in- 

24 elude all types of buildings, structures, or other im- 

25 provements to real property (but excluding farms. 
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1 churches or other places of worship, and private dwell- 

2 ing houses), and services relating to the use thereof. 

3 "(6) Industbial besodbcbb. — The term 'Indus- 

4 trial resources' meuis materials, services, processes, or 

5 manufacturing equipment (including the processes, 

6 technologies, and ancillary services for the use of such 

7 equipment) needed to establish or miuntajn an efBoient 

8 and modem national defense industrial capaci^. 

9 "(7) Matebialh. — The term 'materials' shall in- 

10 elude raw materials (including minerals, metals, uid 

11 advanced processed materials), commodities, articles, 

12 components flncluding critical components), products, 

13 items of supply, and such technical information or serv- 

14 ices ancillary to the use thereof. 

15 "(8) National defense. — The term 'national 

16 defense' means programs for military and energy pro- 

17 duction or construction, military assistance to any for- 

18 eign nation, stockpiling, space, and directly related ac- 

19 tivity. 

20 "(9) NONDOMESTic 80UBCB. — The term 'nondo- 

21 mestic source' means a business entity other than a 

22 'domestic source'. 

23 "(10) PebsON. — The tenn 'person' includes an 

24 mdividual, corporation, partnership, association, or way 
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1 other organized group of persona, or legal suecessor or 

2 representative thereof. 

3 "(11) Sebticbs. — The term 'services' includes 

4 any effort that is needed or incidental to — 

5 "(A) the development, production, process- 

6 ing, distribution, delivery, or use of an industrial 

7 resource or a critical technology, or 

8 "(B) the construction of facilities.". 

9 SEC. 128. DELEGATION OF AUTHORITY; APPOINTHENT OF 

10 PERSONNEL. 

11 Sectioti 703 of the Defense Production Act of 1950 (50 

12 U.S.C. App. 215S) is amended to read as follows: 

13 "SEC 703. DELEGATION AND CIVILIAN PERSONNEL. 

14 "(a) Delegation op Authobitt. — Except as other- 

15 wise specifically provided, the President may — 

16 "(1) delegate any power or authority conferred 

17 upon him by this Act to any officer or agency of the 

18 Government; 

19 "(2) authorize such redelegation by that of&cer or 

20 agency head as the President may deem appropriate; 

21 and 

22 "(3) establish such new agencies as may be neoes- 

23 sary to manage Federal emergency preparedness pro- 

24 grams. 
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1 "(b) Civilian Fbbsonnbl. — Any officer or agency 

2 head may appoint civilian personnel without regard to section 

3 531(b) of title 5, United States Code, and without regard to 

4 the provisionB of such title governing appointments in the 

5 competitive service, and may fix the rate of basic pay for 

6 such personnel without regard to the provisions of chapter 51 

7 and subchapter III of chapter 53 of such title relating to 

8 classification and (General Schedule pay rates, except that no 

9 individual so appointed may receive pay in excess of the 

10 annual rate of basic pay payable for QS-18 of the General 

11 Schedule, as the President deems appropriate to cany out 

12 the provisions of this Act.". 

13 SBC. 124. RULES, BEGULATIONS, AND ORDERS. 

14 Section 704 of the Defense Production Act of 1950 (50 

15 U.S.C. App. 2154) is amended to read as follows: 

16 "SEC. 704. RULES, REGULATIONS. AND ORDERS. 

17 "The President may make such rules, regulations, and 

18 orders as he deems appropriate to carry out the provisions of 

19 ttuB Act. This authority shall be exercised in conformity with 

20 section709of this Act.". 

21 SEC 125. ANTITRUST PROTECTIONS FOR SANCTIONED INDUS- 

22 TRY CONSORTIA. 

23 Section 708 of the Defense Praduction Act of 1950 (50 

24 U.S.C. App. 2158) is amended to read as follows: 
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1 "SEC 708. SANCTIONED INDUSTRY CONSORTIA. 

2 "(a) Antitbust Pbotbction. — The President may 

3 authorise the establishment of suictioned industry consortja, 

4 in accordance with subsection (e), to provide industrial ra- 

5 sources or critical technologies found to be essenlial for the 

6 preservation or enhancement of the industrial or technology 

7 base of the United States supporHng the national defense. 

8 Except as provided in subsection (j) of this section, no crimi- 

9 nal or civil action may be brsjight under the antitnist laws 

10 agunst any participant in a sanctioned industry consortium 

11 for activities conducted in establishing such a consortium or 

12 in undertaking a plan of action within the scope of the char- 

13 ter of the sanctioned consortium. 

14 "(b) Definitions. — As used in this section — 

15 "(1) The term 'antitrust laws' means — 

16 "(A) the Act entitled 'An Act to protect 

17 trade and commerce s^aJnst unlawful restraints 

18 and monopolies and for other purposes', approved 

19 July 2, 1890, commonly referred to as the 'Sher- 

20 mwi Act' (15 U.S.C. 1 et seq.); 

21 "(B) the Act entitled 'An Act to supplement 

22 existing laws against unlawful restrfunts and mo- 

23 nopolies and for other purposes', approved Ooto- 

24 her 15, 1914, commonly referred to as the 'Glay- 

25 ton Act* (15 U.S.C. 12 et seq.); 
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1 "(G) the Federal Trade Commission Act (15 

2 U.S.C. 41 etseq.); ' ' - . 

3 "(D) sections 73 and 74 of the Act entitled 

4 'An Act to reduce taxation, to provide revenue for 

5 the Govemment, and for other purposes', ap- 

6 proved August 27, 1894, commonly referred to as 

7 the 'Wilson Tariff Act' (15 ¥.S.C. 8 and 9); 

8 "(E) the Act of June 19, 19S6, chapter 592 
g (15 U.S.C. 13, 13a, 13h, and 21a); 

10 "(F) the Act entitled 'An Act to promote 

11 export trade and for other purposes', approved 

12 April 10, 1918, commonly referred to as the 
IS 'Webb-Pomerene Act' (15 U.S.C. 61-65); and 

14 "(G) similar laws enacted by the several 

15 States. 

16 "(2) The tenn 'flexible manufacturing network' 

17 means a specified program relating to the joint devel- 

18 opment, engineering, production, and marketing of one 

19 or more products by the network's participants for 

20 their common benefit, including — 

21 "(A) the coordination of the individual engi- 

22 neering, purchasing, manufacturing, quality assur- 
33 ance, inventory control, and other activities by the 
24 participants to attain the network's specified pro- 
26 gram objectives, or the joint undertaking of such 
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1 activities by two or more of the network's partici- 

2 pants; 

3 "(B) the collection and sharing of information 

4 among the network's partiGipants relating to man- 

5 ufacturing capacity, production costs, distribution 

6 capabilities, and potential markets for the speci- 

7 fied producta being produced by such network; 

8 and 

9 "(C) the collection and sharing of such other 

10 technical or business information as may be rea- 

11 sonahly required to undertake the network's speci- 

12 fied program. 

13 "(3) The term 'plan of action' means any of one 

14 or more documented methods adopted by participants 

15 in a sanctioned industry consortium (or voluntary 

16 agreement) to implement the purposes and objectiTes of 

17 such consortium or agreement. 

18 "(4) The term 'sanctioned industi^ consortium' 

19 means an arrangement unong two or more entities for 

20 the purpose of jointly undertaking a specific program of 

21 basic research, research and development, production, 

22 marketing, any specified combination of the foregoing 

23 activities, or a flexible manufacturing network relating 

24 to industrial resources or critical technologies found to 

25 he essential to the preservation or enhancement of the 
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1 industrial or tectmolog; base of the United States sup- 

2 porting the national defense. Such participating entities 

3 may include for-profit business concerns, not-for-profit 

4 entities, and educational institutioas. The term also in- 

5 eludes a voluntary agreement desorihed in paragraph 

6 (5). 

7 "(5) The tenn Voluntary agreement' means an 
6 agreement approved by the President, which — 

9 "(A) results from consultation by the Fresi- 
10 dent with representatives of industry, business, fi- 
ll nancing, agriculture, labor, and other interests, 

12 "CB) is to provide for defense of the Unlt«d 

13 States through the development of preparedness 

14 programs and the expansion of productive capac- 

15 ity and supply, and 

16 "(C) is a result of a finding by the President 

17 that conditions exist which pose & direct threat to 

18 national security and preparedness programs. 

19 "(o) DbLBGATIOK of, PBESroBNTIAL AUTHOEITT. — 

20 The authority granted to the President in this section may he 

21 delegated to one or more individuals whose appointments 

22 shall be subject to the advice and consent of the Senate. 

23 "(d) FoBMATioN OP Sanctioned Indtjbtbt Consoe- 

24 Tiuu. — (1) Persons in the private sector interested in form- 

25 ing a sanctioned industry consortiiun may make amplication in 
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i a form and containing such information as required by regula- 

2 tions promulgated pursuant to subsection (h). 

3 "(2) Promptly after an application ie received, a notice 

4 shall be published in the Federal Register announcing that an 

5 application for the establishment of a aanctioiied industry 

6 consortium has been submitted, identifying each participating 

7 entity, and describing the activities to be undertaken by such 

8 consortium. 

9 "(3) Not later than 7 days after an application has been 

10 submitted, a copy of the application shall be transmitted to 

11 the Attorney General and the Chairman of the Federal Trade 

12 Commission, accompanied by any supporting infonnstion 

13 submitted with the appUcation, and any other information 

14 necessary to make a determination as to whether the pro- 

15 posed consortium should be sanctioned and established. 

16 "(e) Cbitbbia fob Sanctioning Consobtiom. — (1) 
1? A proposed industry consortium sliall be sanctioned if it is 

18 determined that such industry consortium — 

19 "(A) will provide at least one domestic source for 

20 industrial resources or critical technologies that will 

21 substantially enhance the capability of the industrial 

22 and technology base to support national defense re- 

23 qnirements, 

24 "(B) includes participants that are reasonably rep- 

25 resentative of the overall industry. 
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1 "(G) wiU not constitute tiahar competition or a 

2 substantial restrunt of trade with respect to other per- 

3 sons within the United States who may be sources of 

4 the same industrial resources or critical technology, 

5 and 

6 "(D) will not unreasonably enhance, stabilize, or 

7 depress prices for the industrial resources or critical 

8 technologies that are the subject matter of such consor- 

9 tium's proposed activities. 

10 "(2) Such application for the establishment of a sanc- 

1 1 tioned industry consortmm shall be reviewed by the Attorney 

12 General, the Chairman of the Federal Trade Commission, 

13 and such other officers of the Executive as may be designated 

14 by the President in accordance with the requirements of 

15 paragraph (1) and such other evaluation criteria as may be 

16 specified in the regulations promulgated pursuant to subsec- 

17 tion(h). 

18 "(3) Not later than 90 days ^ter the receipt of an appli- 

19 cation and not earlier than 30 days after the publication of 

20 the notice required by subsection (dK2), such application shall 

21 be approved or disapproved. The reasons for disapproval 

22 shall be specified in writing. 

23 "(4) Approval of an apphcation shall be evidenced by 

24 the issuance of a charter which shall specify any special 

25 terms, conditions, or limitations which are deemed necessary 
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1 by the PreBident, the Attorney Qeneriil, or the Chainnan of 

2" the Federal Trade Commiasion to assure compliance with the 

3 BtBikdsrds of para^aph (1) or such additional requirements as 

4 may be specified in the regulations promulgated pursuant to 

5 subsection (h). 

6 "(5) Upon approval of a sanctioned indnstty consortium 

7 a Qovermnent employee shall be assigned as a principal liai- 

8 Bon to such consortium pursuant to the regulations described 

9 in subsection (h). 

10 "(f) CoNBOBTiUM Advisobt CodnCil. — A sanctioned 

11 industry consortium is authorized to organize an advisory 

12 council, specifying the membership, functions, and operating 

13 procedures of such council in its application. 

14 "(g) Chabtbb. — (1) MoDiFTOATiON. — The charter of a 

15 sanctioned industry consortium may be modified during its 

16 term. A request for a modification initiated by the consortium 

17 shall be considered and approved in the same manner as an 

18 original charter application. A charter modification, directed 

19 by the President, shall be implemented within 30 days of the 

20 receipt of a notice of such a ^Residential direction (unless 

21 extended by the President), or the consortium shall lose its 

22 protections under subsection (a). 

23 "(2) Tbbhination. — A sanctioned industry consortium 

24 may be tenninated by the President upon a finding that the 
26 industry consortium is no longer conducting its activities in 
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1 oonfonni^ with this section, the regulations promulgated 

2 pursuant to subsection (h), or the terms of the consortium'B 

3 charter. Such notice shall specify the reB,sons for the determi- 

4 nation to terminate the consortium, and afford the consortium 

5 at least 30 days to respond, m accordance with appeal proce- 

6 dures specified in the regulations promulgated pursuant to 

7 subsection (h). 

8 "(b) Rboulationb. — (1) The i^sident shall promul- 

9 gate regulations to implement this section. The preparation 

10 of such regulations, and modifications thereto, shall include 

11 the participation of the Attorney General, the Chairman of 

12 the Federal Trade Commission, and such other officers of the 

13 Executive as the President may deem appropriate. 

14 "(2) In addition to regulations required by this section 

15 and such matters as the President deems appropriate for the 

16 effective administration of the program, the regulations re- 

17 quired by paragraph (1) shall address tiie following matters: 

18 "(A) In order to be accorded protections under 

19 subsection (a), affected persons shall furnish to the At- 

20 tomey General and the Chairman of the Federal Trade 

21 Commission — 

22 "(j) notice at least 10 days prior to initiating 

23 disctissioDS among the prospective participants, 

24 "(iO notice of and the opportunity for repre- 

25 sentatives of the Attorney General and the Chair- 
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1 man of the Federal Trade Commission to partdci- 

2 pate in aU meeting, and 

3 "(iii) a tranaoript of the proceeding of each 

4 such meeting. 

5 "(B) Opportunity shall be provided for degignated 

6 Qovemment representatives to attend any meeting 

7 sponsored by such consortium. 

8 "(C) Opportunity for public participation in such 

9 consortium meetings shall be provided, unless the mat- 

10 ters to be discussed at such meetings fall within a cate- 

11 gory described in paragraphs (1), (3), or (4) of section 

12 552(b) of titie 5, United States Code. 

IS "(D) Access shall be provided for inspecting and 

14 copying, at reasonable times and upon reasonable 

15 notice, the records of the sanctioned industry consorti- 

16 um by representatives of the Attorney General, the 

17 Chairman of the Federal Trade ConunisBion, and the 

18 individual designated as the Oovemment's principal li- 

19 aison to such sanctioned industry consortium. 

20 "(E) PubUc access shall be provided to the Glov- 

21 emment's records relating to the estabUshment or con- 

22 duct of a sanctioned industry consortium, subject to the 

23 hmitations of paragraphs (1), (3), and (4) of section 

24 552(b) of tiUe 5, United States Code. 
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1 "CO EzBHPTioN Fboh Fbdbbal Advisobt CoBonr- 

2 TEE Act. — The &ctdvitieB of a sanctioned industry consorti- 

3 urn (including any advisoiy council establiihed by such con- 

4 sortium) sre exempt from the provisions of the Federal Advi- 

5 sory Committee Act (5 U.S.C. App.), and the regulations 

6 promulgated thereunder, if such activities are conducted in 

7 compliance ^th this section, the regulations promulgated 

8 pursuant to subsection (h), and the terms of the consortium's 

9 charter. 

10 "(j) Rehbdibs. — (1) Any person who has been mjured 

11 with respect to any act or omission committed in connection 

13 with the organization or operation of a sanctioned industry 
18 consortium may bring a civil action for injunctive rehef or for 

14 breach of contract if — 

16 "(A) such act or omission occurred — 

16 "(j) in tlie course of organizing a sanctioned 

17 industry consortium pursuant to subsection (i), or 

18 "(ii) while undertaking the sanctioned activi- 

19 ties of the consortium pursuant to its charter, and 

20 "(B) the person committing such act or omission 

21 fuled to comply with the scope and limitations of its 
2S oharter, the requirements of this section, or the regula- 

23 tions promulgated pursuant to subsection (h). 

24 "(2) A person injured as a result of an act or omission 

25 described in paragraph (1) may be awarded — 
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1 "(A) actual damages, including interest on such 

2 damflges, and 

3 "(B) in tlie case of sjiy successful action to en- 

4 force liability under this section, the costs of such 

5 action together with reasonable attorney's fees. 

6 "(3) Any action conunenced under this subsection shall 

7 proceed as if it were an action conunenced under section 4 or 

8 section 16 of the Clayton Act, except that the standards ap- 

9 plicable to the sanctioned industry consortium shall be the 

10 requirements of this section, the regulations promulgated pur- 

11 suant to subsection (h) and the charter of such consortium. 

12 The remedies provided in this subsection shall be the ezclu- 

13 sive remedies available to a pluntiff. 

14 "(4) Any action under paragraph (1) shall be brought 

15 within 3 years of the discovery of the facts indicating that the 

16 sanctioned industry consortium has failed to comply with the 

17 requirements of this section, the regulations promulgated pur- 

18 suiuit to subsection (h), or the charter of such consortium, but 

19 not later than 4 years from the date the cause of action 

20 arises. 

21 "(5) In any action brought under paragraph Q), there 

22 sh&U be a presumption that the activities of a sanctioned in- 

23 dustry consortium which are within the scope and limitations 

24 of its charter comply with the requirements of this section. 
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"(6) In any axitioa brought irnder paragraph fl), if the 
court finds that the challenged eonduct was undertaken by 
the sanctioned industry consortium within the scope and limi- 
tations of ite charter, the requirements of this section, and the 
regulations promulgated pursuant to subsection (h), the court 
may award to the person against whom the claim is brought 
the cost of defending such claim (including reasonable attor- 
ney's fees).". 

SEC 12B. EXEMPTION PROM ADMINISTRATIVE PROCEDURE 
ACT. 

Section 709 of the Defense Production Act of 1950 (50 
U.S.C. App. 2159) is amended to read as follows: 

"SEC. 709. EXEMPTION FROM ADMINISTRATIVE PROCEDURE 
ACT. 
"Any rule, regulation, order, or amendment thereto pro- 
mulgated under the authority of this Act shall not be subject 
to the requirements of sections 551 through 559 of tdd| 
United States Code. Each proposed rule or regulatioa 
each amendment thereto, shall be published for pubUJ 
ment in the Federal Register in confomuty with ti 
ments of section 22 of the Office of 1 
Policy Act (41 U.S.C. 418b) and chaptfl 
States Code.". 
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1 SEC 127. AUTHORITY TO REVIEW CEBTAIN MERGERS, ACQUI- 

2 . SrnONS AND TAKEOVERS. 

3 Sectiott 721 of the Defense Production Act of 1950 (50 

4 U.S.C. App. 2170) is amended by striking subsection (d)(1) 

5 and inserting the following: 

6 "(1) there is evidence that leads the IVesident to 

7 believe that completion of the foreign merger, acquisi- 

8 tion, or takeover may threaten to impair the national 

9 security, and". 

10 PART D— TECHNICAL AMENDMENTS 

11 SBC. 131. PRIORITIES IN CONTRACTS AND ORDERS. 

12 Section 101 of the Defense Production Act of 1950 (50 

13 U.S.C. App. 2071) is amended— 

14 (&) in subsection (aK2) by striking "allocate mate- 

15 rials and facilities" and inserting "materials, services, 

16 and facilities"; 

17 (b) in subsection (cXl) by striking "supplies of ma- 

18 terials and equipment" and inserting "materials, equip- 

19 ment, and services"; 

20 (c) by striking paragraphs (2) and (3) and inserting 

21 the following new paragraph: 

22 "(2) The authority granted by this subsection may 

23 not be used to require priority performance of contracts 

24 or orders, or to control the distribution of any supplies 

25 of materials, service, and facilities in the marketplace. 
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1 unless the President submits to the Congress a Ending 

2 that— 

3 "(A) such materials, services, and facilities 

4 are scarce, critical, and essential — 

5 "(i) to maintain or expand exploration, 

6 production, refining, transportation, 

7 - "(iO to conserve energy supplies; or 

8 "(iii) to construct or m^ntfun energy fa- 

9 eilities; and 

10 "(B) m^tenance or expansion of explora- 

11 tion, production, refining, transportation, or con- 

12 servation of energy supplies or the construction 

13 and maintenance of energy facilities cannot rea- 

14 sonably be accomplished without exercising the 

15 authority specified in paragraph (1) of this subsec- 

16 tion."; and 

17 (d) by redesignatuig paragraph (4) a3 paragraph 

18 (3). 

19 SEC 132. LOAN GUARANTEES. 

20 Section 301(e)(2)(B) of the Defense Production Act of 

21 1950 (50 U.S.C. App. 2091(e)(2)(B)) is amended by striking 

22 "and to the Committees on Banking and Currency of the 

23 respective Houses" and inserting "and to the Committee on 

24 Banking, Housing, and Urban Affairs of the Senate and the 
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1 Committee on Banking, Finance and Urban Affairs of the 

2 House of Representatives". 

3 SEC 133. iNVESTIGATIONS: RECORDS; REPORTS; SUBPOKNAS. 

4 SeotJon 705 of the Defense Production Act of 1950 (50 
6 U.S.C.App. 2155) is amended— 

6 (1) in subsection (a), by striking "subpena" and 

7 inserting "subpoena"; 

8 (2) by redesignating subsections (c), (d), (e), and (f) 

9 as subsections (b), (c), (d), and (e), respectively; 

10 (3) in subsection (c) (as redesignated by paragraph 

11 (2)), by striking "Jl.OOO" and inserting "$10,000"; 

12 and 

13 (4) in subsection (d) (as redesignated by paragraph 

14 (2)), by striking all after the flrst sentence. 

15 SEC. 134. EMPLOYMENT OF PERSONNEL. 

16 Section 710 of the Defense Production Act of 1950 (50 

17 U.S.C. App. 2160)isamMIded— 
18 (1) in subsection (b), by striking paragraph (6), 

19 and inserting the following: 

20 "(6KA) The departmental Secretary or an agency 

21 head making the appointment shall publish a notice in 

22 the Federal Register including the name of the ap- 

23 pointee, the employing department or agency, the title 

24 of the position to which such individual is being ap- 

25 pointed, the name of such individual's employer when 
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1 selected for appointment, and & statement that the in- 

2 dividual has made a filing in accordance with subpara- 

3 graph (B) which is available for inspection. 

4 "(B) Each individual selected for appointment 

5 under the authority of this subsection shall furnish to 

6 the departmental Secretuy or agency head making the 

7 f^pointment — 

8 "(i) a list of the names of each corporation, 

9 partnership, or other business in which such indi- 

10 vidual has an interest, and 

11 "(ii) a list of any financial interest such indi- 

12 vidual had during the 60-day period preceding 

13 such appointment, including any office or director- 

14 ship held in a corporation. 

15 "(C) Bach individual shall submit the information 

16 described in subparagraph (B) annually on the anniver- 

17 sary of such individual's appointment."; 

18 (2) in paragraph (7) of subsection (b) — 

19 (A) by striking "Chairman of the United 

20 States Civil Service Conunission" and inserting 

21 "the Director of the Office of Personnel Manage- 

22 ment"; 

23 (B) by striking "Joint Committee on Defense 

24 Production"; and 
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1 (3) in paragraph (8) of subsection (b), by striking 

2 "transportation and not to exceed $15 per diem in lieu 

3 of subsistence while away from their homes and regu- 

4 lar places of business pursuant to such appointment" 

5 and inserting "reimbursement for travel, subsistence, 

6 and other necessary expenses incurred by them in car- 

7 rying out the functions for which they were appointed 

8 in the same manner as persons employed intermittently 

9 in the Federal Govenunent are allowed expenses under 

10 section 5703 of title 5, United States Code". 

1 1 SEC 135. AUTHORIZATION OF APPROPRIATIONS. 

12 Section 7U(a)(l) of the Defense Production Act of 1950 

13 (50 U.S.C. App. 2161) is amended by striking "Bureau of 

14 the Budget" and inserting "OfHce of Management and 

15 Budget". 

16 PART E— REPEALERS AND CONFORMING 

17 AMENDMENTS 

18 SEC. HI. SYNTHETIC FUEL ACTION. 

19 Section 307 of the Defense Froduction Act of 1950 (50 

20 U.S.C. App. 2097) is repealed. 
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1 SEC. 142. VOLUNTARY AGREEMENTS AND PLANS OF ACTION 

2 FOR INTERNATIONAL AGREEMENTS lrt}R 

3 INTERNATIONAL ALLOCATION OF PETROLEUM 

4 PRODUCTS AND RELATED INFORMATION SYS- 

5 TEMa 

6 Section 708A of the Defense Production Act of 1950 

7 (50 U.S.C. App. 2158a) is repealed. 

8 SEC. 143. AUTHORIZATION OF APPROPRIATIONS. 

9 Section 71 1 of the Defense Production Act of 1950 (50 

10 U.S.C. App. 2161) is amended— 

11 (1) by striking subsection (b), 

12 (2) by striking "(a)(l| Except as provided in para- 

13 gniph (2) and paragraph (4)" and inserting "(a) Except 

14 as provided in subsection (c)", 

15 (3) by striking in subsection (a) in the parentheti- 

16 cal "and for the payment of interest under subsection 

17 (b) of this section", and 

18 (4) by striking paragraph (2) and redesignatJng 

19 paragraph (3) as subsection (b), and 

20 (5) by striking subparagraph (B) of paragraph (4) 

21 and redesignating paragraph (4)(A) as subsection (c). 

22 SEC. 144. JOINT COMMITTEE ON DEFENSE PRODUCTION. 

23 Sec^on 712 of the Defense Production Act of 1950 (50 

24 U.S.C. App. 2162) is repealed. 
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1 SBC 145. PERSONS DISQUALIFIED FOR EHPLOYBIENT. 

2 Section 716 of the Defense Production Act of 1950 (50 

3 U.S.C. App. 2165) ig repealed. 

4 SEC. 14G. FEASIBILITY STUDY ON UNIFORH COST ACCOUNT- 

5 ING STANDARDS; REPORT SUBHITrED. 

6 Section 718 of the Defense Production Act of 1950 (50 

7 U.S.C. App. 2167) is rape&Ied. 

6 SEC 147. NATIONAL COBOOSSION ON SUPPLIES AND SHORT- 
9 AGES. 

10 Section 720 of die Defense Production Act of 1950 (50 

11 U.S.C. App. 2169) is repealed. 

12 PART F— REAUTHORIZATION OF SELECTED 

13 PROVISIONS 

14 SEC. 15L AUTHORIZATION OF APPROPRIATIONS. 

15 Section 711(c) of the Defense Production Act of 1950 

16 (as amended by section 143 of this Act) is amended t« read 

17 as follows: 

18 "(c) There is authorized to be appropriated for fiscal 

19 years 1990, 1991, 1992, and 1993 not to exceed 

20 $250,000,000 to carry out the provisions of sections 301, 

21 302, and 303 of this Act.". 

22 SEC 15Z. SUNSET. 

23 Section 717 of the Defense Production Act of 1950 (50 

24 U.S.C. App. 2166) is amended to read as follows: 
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1 "^EC. 717. SUNSET. 

2 "(aKD Sections 101, 102, 103, 105, and 106 of this 
S Act, and all authoril; conferred thereunder, shall terminate 

4 at the close of September 30, 1993. 

5 "<2) Sections 301, 302, 303, 304 of this Act, and all 

6 authority conferred thereunder, shall terminate at the close of 

7 September 30, 1993. 

8 "(3) SectionB 701, 702, 708, 704, 705, 706, 707, 708, 

9 and 711 of this Act, and all authority conferred thereunder 

10 shall terminate at the close of September 30, 1993. 

11 "(4) Section 104 of title 11, and title VI of this Act, and 

12 all authority conferred thereunder, shall terminate at the 

13 close of June 30, 1953. 

14 "(6) Title IV and tiUe V of this Act, and all authority 

15 conferred thereunder, shall terminate at the close of April 30, 

16 1953. 

17 "(6) Except as otherwise provided, all other provisions 

18 of this Act, and all authority conferred thereunder, shall 

19 remiun in effect. 

20 "(b) The termination of any section of this Act, or any 

21 agency or corporation utilized under this Act shall not affect 

22 the disbursement of funds under, or the cariTing out of, any 

23 contract, guarantee, commitment or other obligation entered 

24 into pursuant to this Act prior to the date of such termina- 

25 tion, or the taking of any action necessary to preserve or 

26 protect the interests of the United States m any amoimts 
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1 advanced or paid out in canymg on operations under this 

2 Act, or the taking of any action (including the m^Wng of new 

3 guarantees) determined by a guaranteeing agency to be nec- 

4 essary to accomplish the orderly liquidation, adjustment or 

5 settlement of any loans guaxanteed under this Act, including 

6 actions considered necessary to avoid undue hardship to bor- 

7 rowers in reconverting to normal civilian production; and all 

8 of the authority granted to the ^«sident, guaranteeing agen- 

9 cies, and fiscal agents under section 301 of this Act shall be 

10 applicable to actions taken pursuant to the autiiority con- 

11 tained in this subsection.". 

12 TITLE II— ADDITIONAL PROVI- 

13 SIGNS TO IMPROVE INDUSTRI- 

14 AL PREPAREDNESS 

15 PART A— INDUSTRIAL CAPABILITY AND NATIONAL 

16 SECURITY 

17 SEC 2D1. INDUSTRIAL CAPABIUTIES COHHITTBE. 

X8 (a) E BTABLiSHBiENT. — The President shall promptiy 

19 establish, through the issuance of an executive order or such 

20 other means as may be appropriate, an Industrial Capabilities 

21 Committee or other appropriate forum, to exercise tiie re- 

22 sponsilnlities described in subsection (b). 

23 (b) Rbsfonbibilities. — The forum established pursu- 

24 ant to subsection (a) shall exercise the following responsibil- 

25 ities, in addition to such otiiers as the President may assign,: 
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1 (1) Analyze, on an ongoing basis, the demands to 

2 be placed upon industry by the national defense plans 

3 and industry's capabQitiea to ful^ those expectations 

4 in peacetime as well as in time of war or national 

5 emergency. 

6 (2) Eeview major Qovemment policies and their 

7 impact on the defense mdustrial and technology base. 

8 (3) Develop a process for periodic industry-wide 

9 assessment of technological advancement and produc- 

10 tion capabilities in relation to national security objec- 

11 tives. 

12 (4) Review existing industrial policy objectives, 

13 laws, and regulations, and recommend to the President 

14 modifications that foster industrial innovation, modern- 

15 ization, and productivity. 

16 (5) Develop proposals for selectively expanding 

17 national defense production to respond to graduated 

18 levels of mobilization. 

19 SEC. 20Z. INTEGRATION OP NATIONAL SBCURITY POUCY AND 

20 NATIONAL ECONOMIC POUCY. 

21 It is the sense of the Congress that — 

22 (1) the national security of the United States 

23 would benefit from greater integration of national eoo- 

24 nomic policies (including tax and trade) and national 

25 securi^ policies; and 
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1 (2) such objectiTe would be fostered by — 

2 (A) design&tiiig the Secretary of Defense as 
8 a member of the Economic PoUcy Council, and 

4 (B) establishing a Defense Working Group 

6 within the President's Economic PoUcy Council. 

6 SEC 203. ASSESSING INDUSTRIAL RESPONSIVENESS CAPA- 

7 BiunEa 

8 It is the sense of the Congress that, from time to time, 

9 the PrcBident should conduct of one or more exercisea to 

10 assess the capability of the defense industry's capability to 

11 respond to increased demands for defense material and serv- 

12 ices under various graduated mobilization response condi- 

13 tions. 

14 PART B— ENCOURAGING UfPROVEHENT OF THE 

15 DEFENSE INDU8THIAL BASE 

16 SEC. 211. ENCOURAGEMENT OF INVESTMENT IN ADVANCED 

17 MANUFACTURING TECHNOLOGY AND PROCESS- 

18 ES. 

19 The President, acting through the Administrator for 

20 Federal Procurement Policy, shall prescribe an acquisition 

21 policy tiutt encourages contractors to invest in advanced 

22 manufacturing technology, advanced production equipment, 

23 and advanced manufacturing processes. Such policy shall 

24 provide for — 
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1 (1) an increaaed allowance for profit under a con- 

2 tract if the contractor, a subcontractor, or a supplier 

3 invests in any such advanced technology, equipment, or 

4 process in connection with the performance of such 

5 contract; and 

6 (2) assignment of increased weight to- source se- 

7 lection criteria relating to the efficiency of production. 

8 SEC. 212. RECOGNITION OF MODERNIZED PRODUCHON SYS- 

9 TEMS AND EQUIPMENT IN CONTRACT AWARD 

10 AND ADBONISTRATION. 

11 (a) In Obnbbal. — The President, acting through the 

12 Adminiatrator for Federal Procurement Policy, shall pre- 

13 scribe an acquisition poUcy requiring, to the TnaTimiini extent 

14 practicable, that the acquisition plan for any major system 

15 acquisition, or any other acquisition program designated by 

16 the Secretary or a^^cy head responsible for such acquisitioii, 

17 provide for contract solicitation provisions which encourage 

18 competing offerors to acquire for utilization in the perform- 

19 ance of the contract modem industrial facilities and produe- 

20 tion systems (including hardware and software), and other 

21 modem production equipment, that increase the productivity 

22 of the offerors and reduce the costs of production. 

23 (b) AttTHOBizED Solicitation Fbovisions. — Con- 

24 tract solicitation provisions referred to in subsection (a) may 

25 include any <A the following provisions: 
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(1) An evalufttion sdvanta^ in irmlHng the con- 
tract aw&rd detennination. 

(2) An increase of not more than 10 percent in 
the amount which would otherwise be reimbursable to 
a contractor as the Qoremment'a share of costs in- 
curred for the acquisition of production special tooling, 
production special test equipment, and production spe- 
dal systems Oncludiog hardware and software) for use 
in the performance of the contract. 

(3) A provision for the contractor to share in any 
demonstrated cost savings that are attributable to in- 
creased productivity resulting from the following con- 
tractor actions not required by the contract — 

(A) the acquisition and utilization of modem 
industrial facilities and production systems (includ- 
ing hardware and software), and other modem 
production equipment, for the perfomuuice of the 
contract; or 

(B) the utilization of other manufacturing 

20 technology improvements in the perfomuuice of 

21 ^ contract. 

22 SEC 213. SUPPORT FOR THE DEVELOPMENT AND APPUCA- 

23 TION OP CRITICAL TECHNOLOGIES. 

24 The President, acting through the Administrator for 

25 Federal Procurement Polity, shall prescribe an acquisition 
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1 policy authorizing a departmental secretary or a^ncy head 

2 to restrict to domestic sources the competition for all or a 

3 portion of a contract opportunity to fulfill die requirements 

4 for materials, components, or items of supply that are the 

5 products of, or are manufactured through the application of a 

6 critical technology as defined in section 702 of the Defense 

7 ^oduction Act of 1950 (50 U.S.C. App. 2162). Each pro- 
6 Gurement restricted pursuant to this subsection shall be justi- 
9 Bed on a case-by-case basis. Such procurements shall repre- 

10 sent not more than the minitniini aggregate quantity neces- 

1 1 sary to sustain at least one domestic source determined to be 

12 essential to national security. 

13 SEC. 214. PROCUREMENT OF CRITICAL ITEMS OF SUPPLY. 

14 (a) Maintainino Dohbbtio Soubobs. — The Presi- 

15 dent, acting through the Administrator for Federal Procure- 

16 ment Policy, shall prescribe an acquisition policy authorizing 

17 a departmental secretary or an agency head to malte a non* 

18 competitive contract award pursuant to the authority provid- 

19 ed in section 2304(cK3KA) of titie 10, United States Code, or 

20 section 303(cK3)(A) of the Federal Proper^ and Administra^ 

21 tive Services Act of 1949 (41 U.S.C. 253{bX8HA)), as appro* 

22 priate, for the procurement of any critical item of supply firom 

23 a domestic source in order to muntfun at least one domeitifi 

24 source determined to be essential to national MCuHty. The 

25 requirements of section 2804(f) of titl« 10, United States 
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1 Code, or section 30S(f) of the Federal Property and Adminis- 

2 trative Services Act of 1949 (41 U.8.G. 253(0) shall apply to 

3 & contract awarded pursuant to this subsection. 

4 (b) SuBCONTBACTiNO. — The President, acting through 

5 the Administrator for Federal Procurement PoUcy, shall pre- 

6 scribe an acquisition policy requiring that the sohcit&tion for 

7 the procurement of any major system, or such other procure- 

8 ments as may be specified in accordance with such acquisi- 

9 tion policy, shall — 

10 , (1) specify the rnininnim percentage of the total 

11 estimated value of the contract that is to be performed 

12 by one or more domestic firms; 

13 (2) provide for the attainment of such requirement 

14 by the firm as prime contractor, or by subcontractors 

15 pursuant to a subcontracting plan submitted with the 

16 firm's offer; 

17 (3) specify that a source selection factor relating 

18 to the requirement specified in subparagraph (A) shall 

19 accord — 

20 (A) such source selecUon factor a value not 

21 to exceed 10 percent of the total evaluation paints 

22 for all source selection factors specified in the so- 

23 Udtalion; and 
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1 (B) such evaluation points in proportion to 

2 the extent to which each offer meets or exceeds 

3 the specified percentage; 

4 (4) provide that attainment of the percentage 

5 specified in the offer of the firm reoeiving the award 

6 shall be a material element of contractual perfoTmance; 

7 and 

8 (5) require the contractor to^ 

9 (A) identify, at the conclusion of contract 

10 performance, each subcontractor whose perform- 

11 ance is to be counted towards attainment of the 

12 contractual requirement specified pursuant to 

13 paragraph (1); and 

14 (B) provide prompt notice to the contracting 

15 officer after replacing any such subcontractor. 

16 (c) Cbitical Items of Supply. — The President, 

17 acting through the Secretary of Defense, shall — 

18 (1) determine, for the purposes of this section, the 

19 items of supply that are critical items; and 

20 (2) publish a Ust of such critical items in the Fed- 

21 era] Acquisition Beguladon. 
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1 PART C— UNFAIR FOREIGN COHPETTnON 

2 SEC 221. EVALUATION OF OFFERS FROM SOURCES OTHER 

3 inAN DOMESTIC SOURCES. 

4 (a) In General. — The President, aatiag through ibti 

5 Administrator for Federal Procurement Policy, shall pre- 

6 Boribe an acquisition polity for evaluating contract offers re- 

7 ceived from nondomesliG sources vith respect to a price ad- 

8 vantage such nondomestic source may have over a d(Hue8tic 

9 source as a result of any unfair advantage. The policy shall 

10 provide for the application of price evaluation factors to the 

11 offers of such nondomestic sources when necessary to counter 

12 any such unfair advantage. 

13 (b) Definition. — As used in this section, the term 

14 "unfair advantage" means — 

15 (1) direct or indirect subsidization of a nondomes- 

16 tic source by a foreign government or other foreign 

17 entity; or 

18 (2) exemption of a nondomestic source from the 

19 application of a statute, regulation, or executive order 

20 of the United States relating to environmental protec- 

21 tion, fair labor standards, or subcontracting participa- 

22 tion by small business concerns and small business con- 

23 cems owned and controlled by socially and economical- 

24 ly disadvantaged individuals and members of other des- 

25 ignated groups, applicable to domestic sources. 
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1 SEC 222. DISCOURAGING UNFAIR TRADE PRACTICES. 

2 (a) Suspension ob Debabmbnt Authqbized. — A 

3 finding that a contractor haB engaged in an unfair trade prac- 

4 tice, as defined in subsection (b), shall indicate a lack of buai- 

5 ness integrity or business honesty that seriously and directly 

6 affects the responsibility of the contractor to perform any 

7 contract awarded by the Federal Government or perform a 

8 subcontract under such a conb-act. Such contractor shall be 

9 subject to suspension and debarment in accordance with sub- 

10 part 9.4 of title 48, Code of Federal Regulations (or any 

11 successor regulation). 

12 (b) DEFmmONS. — For purposes of this section, the 

13 term "unfair trade practice" means the commission of any of 

14 the following acts by a contractor: 

15 (1) An unffur trade practice, as determined by the 

16 International Trade Commission. 

17 (2) A violation of any agreement of the Coordinat- 

18 ing Committee on Export Controls or any similar bilat- 

19 eral export control agreement, as determined by the 

20 Secretary of Commerce. 

21 (3) A false certification concerning the foreign 

22 content of an item of supply, as determined by the Sec- 

23 retary of the department or the head of the agency to 

24 which such certificate was furnished. 
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1 TITLE III— AMENDMENTS TO 

2 RELATED LAWS 

3 SEC 301. PROCEEDS FROM SALE OF EXCESS INDUSTRIAL 

4 PLkm EQIUFHENT AND FAdLITIES. 

5 Section 204 of the Federal Property and Administr&tive 

6 ServicesActof 1949 (41 U.S.C. 485) u amended— 

7 (1) by amending subaectioii (a) to read as follows: 

8 "(a) Disposition of Bbcbipts. — All proceeds under 

9 this subchapter from any transfer of excess property to a 

10 Federal a^ncy for its use, or from any sale, lease, or other 

11 disposition of HurpluH property shall be covered into the 

12 Treasury as miscellaneous receipts, except as provided in 

13 subsections (b), (c), {d), (e), and (h) of this section."; and 

14 (2) by addmg at the end the following new sub- 

15 section: 

16 "(h) Obedit to Dbpbnsb Pboduction Act Fund on 

17 Cbbtain Tbanractionb. — Where the property transferred 

18 or disposed of was industrial plant equipment or production 

19 facilities determined by the Secretary of Defense to be no 

20 longer required for mobilization of the defense industrial base, 

21 the costs of disposal or transfer of such equipment or facilities 

22 may be pud from the proceeds of such disposition or transfer 

23 and the net proceeds of the disposition or transfer shall be 

24 covered into the Defense Production Act Fund, established 
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1 purauuit to section 304 of (Jie Defense Productioii Act of 

2 1950 (50 U.S.O. App. 2094).". 

3 SEC 302. STOCKPILING OF CRITICAL COMPONENTS. 

4 Section 12(1) of the "Strategic and Critical Hateriala 

5 Stock Filing Act" (50 U.S.C. 99h-3(l)) is amended to read 

6 as follows: 

7 "(1) The term 'strategic and critical materials' 

8 means — 

9 "(A) materials that (i) would be needed to 

10 supply the military, industrial, and essentia civil- 

11 ian needs of the United States during a national 

12 emergency, and (ii) are not found or produced in 

13 the United States in sufGcient quantities to meet 

14 such needs, and 

15 "(B) components of major weapon systems, 

16 or other items of militaiy equipment, essential to 

17 the production, repfur, maintenance, or operation 

18 of such systems or equipment, which Uie Secre- 

19 tary of Defense determines are not produced in 

20 the United States or Canada in sufficient quanti- 

21 ties to meet defense mobilization needs, and must 

22 be stockpiled in order te most effectively meet 

23 such mobilization needs.". 
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1 TITLE IV— EFFECTIVE DATES 

2 SEC 401. EFFECTIVE DATES. 

3 (a) Except aa provided in subsection (b), the proTisions 

4 of this Act shall ta^e effect on September 30, 1989. 

5 (b) The acquisition pohcies required by sections 211 and 

6 221 of the Act shall be promulgated within 180 days. Such 

7 policies shall apply to solicitations issued 60 days after the 

8 promulgation ot procurement regulations implementing such 

9 acquisition policies. 

O 
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